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EXECUTIVE  SUMMARY 


The  description  and  analysis  of  Ontario's  corporate  tax 
system  (and  for  comparative  purposes,  those  in  Alberta  and 
Quebec)  provided  a  basis  for  evaluating  a  number  of  policy 
issues  revolving  around  the  advantages  and  disadvantages  of 
Ontario  entering  a  Tax  Collection  Agreement  with  respect  to 
the  Ontario  Corporate  Income  Tax. 

From  the  historical  material,  the  description  of  the 
existing  agreement  and  interviews  with  provincial  and  federal 
officials,  it  became  apparent  that  issues  in  two  major  areas 
were  of  greatest  concern.  More  specifically,  these  areas 
included  administrative  and  economic  policy  issues.  At  the 
same  time,  it  must  be  emphasized  that  this  study  does  not 
consider  the  political  implications,  other  than  what  is 
specifically  allowed  or  disallowed  under  the  current 
legislation,  of  the  alternative  possibilities  (that  is,  being 
in  the  TCA ' s  or  being  outside  the  TCA ' s )  for  those  issues 
were  beyond  the  scope  of  this  study. 

A)  Summary 

i)  Economic  Issues 

If  a  province  is  a  member  of  the  TCA,  it  must  adopt 
the  same  tax  base  as  that  employed  by  the  federal  government. 
It  has  been  suggested  that  this  is  a  problem  because  the 
province  may  wish  to  use  one  or  more  components  of  the 
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corporate  tax  base  (different  capital  cost  allowances,  for 
example)  in  order  to  promote  some  aspect  of  its  own  economic 
policy.  On  the  other  hand,  the  province  does  have  control 
over  its  rate  structure  and  can  use  non-discr iminatory  tax 
credits  in  accordance  with  the  federal  guidelines  to  achieve 
specific  results.  Given  the  existence  of  differences  in  the 
federal  and  Ontario  tax  base,  a  summary  of  the  economic 
policy  implications  of  a  separate  provincial  corporate  fax 
system  and  its  relative  importance  is  presented. 

1.  In  reality,  the  ability  of  a  provincial  government 
to  influence  the  investment  decisions  of  firms  is 
likely  to  be  limited.  Calculations  of  effective 
marginal  tax  rates  ( EMTR )  for  the  federal  and 
Ontario  corporate  income  taxes  suggest  that  only 
one-quarter  (approximately)  of  the  effective 
marginal  corporate  tax  rate  on  buildings  and 
machinery  and  equipment  can  be  attributed  to 
Ontario's  corporate  income  tax.  Under  post  reform 
(if  Ontario  does  not  change  its  corporate  tax 
rate),  approximately  one-third  will  be  attributed 
to  Ontario's  rate. 

Under  either  the  pre  or  post  federal  reform 
system,  Ontario's  tax  represents  less  than  10 
percent  of  the  return  on  marginal  investment,  a 
figure  suggesting  that  the  province's  corporate 
income  tax  has  a  relatively  small  impact  on 
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corporate  investment  incentives. 

To  test  further  for  the  effectiveness  of 
provincial  tax  changes  on  EMTRs ,  three  experiments 
were  completed. 

First,  the  Ontario  corporate  income  tax  rate 
was  increased  by  10  %.  The  result  was  an  extremely 
small  change  in  the  rate  of  return  on  investment. 
Second,  when  the  half-year  convention  for  CCA 
deductions  was  dropped,  only  a  minimal  change  in 
the  effect  on  the  return  on  investment  emerged. 
Third,  calculations  on  the  size  of  the  investment 
tax  credit  required  to  generate  the  same  impact  on 
the  return  on  investment  as  occurs  under  the 
existing  half-year  convention  for  CCA  deductions, 
produced  results  that  were  highly  insignificant. 
These  results  call  into  question  the  effectiveness 
of  Ontario  deviating  from  the  federal  corporate  tax 
base  in  the  way  it  does. 

Furthermore,  conversations  with  provincial 
officials  and  the  lack  of  any  public  evidence  or 
studties  on  the  effectiveness  of  provincial 
corporate  tax  policy  differences  affecting  economic 
policy  in  Ontario  suggest  that  it  is  difficult  to 
conclude  that  these  deviations  have  been 
responsible  for  any  perceptible  results. 
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2.  It  should  be  noted  that  the  results  of  the  third 
experiment  (the  calculation  of  the  tax  credit  that 
is  equivalent  to  the  half-year  convention)  indicate 
that  similar  results  can  be  achieved  by  above  the 
line  items  (controlled  by  the  Federal  government) 
as  can  be  achieved  by  below  the  line  items 
(determined  by  the  provinces  subject  to  federal 
approval).  Federal  officials  seem  to  be  quite 
flexible  in  allowing  provinces  to  use  below  the 
line  items  (tax  credits)  as  long  as  they  are  of  a 
non-discr iminatory  nature. 

3.  While  Ontario's  tax  base  differs  (from  the  federal 
base)  more  than  the  other  two  non-TCA  provinces, 
the  fact  that  Alberta  and  Quebec  have  accepted, 
basically,  the  federal  base  suggests  that 
considerable  pressure  must  be  exerted  (by 
corporations,  politicians,  etc.)  for  uniformity  in 
the  tax  base  across  the  country.  A  province  simply 
cannot  afford  to  deviate  very  much  from  what  goes 
on  elsewhere.  This  case  becomes  stronger  when  it 
is  realized  that,  if  Ontario  reduces  its  corporate 
tax  burden  in  order  to  encourage  investment,  it  may 
not  have  the  desired  increase  because  corporations 
with  head  offices  in  foreign  countries  will  find 
that  they  are  transferring  additional  tax  dollars 
to  foreign  treasuries. 
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4 .  In  evaluating  the  Ontario  corporate  income  tax 
system,  it  is  important  to  note  the  efficiency 
gains  (for  the  province  and  the  entire  country) 
that  could  emerge  under  a  coordinated  and 
harmonized  national  tax  system.  Removing  tax 
differentials  allows  firms  to  locate  where  the 
greatest  gains  can  be  achieved  for  themselves  and 
for  the  Canadian  economy  as  a  whole. 

Coinciding  with  this  is  the  necessity  for 
having  full  consultation  and  agreement  over  the  tax 
base  and  rate  structure  (including  tax  credits)  for 
all  taxes  that  are  co-occupied  by  both  levels  of 
government.  Indeed,  this  is  reinforced  when  one 
realizes  that  the  province  of  Ontario  is  a  major 
generator  of  corporate  taxable  income.  More 
specifically,  in  1985,  37  percent  of  all  corporate 
taxable  income  in  Canada  was  generated  in  Ontario. 
The  total  for  the  three  non-TCA  provinces  combined, 
amounted  to  84  percent  in  the  same  year. 
Furthermore,  to  argue  in  favour  of  greater 
federal /provincial  cooperation  and  consultation 
over  determination  of  the  corporate  income  tax  base 
is  consistent  with  the  federal  government's  current 
position  of  consulting  with  the  provinces  before 
introducing  a  national  sales  tax. 
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5.  Under  the  current  rate  structure,  provinces  are 

able  to  set  their  own  tax  rates  for  policy  purposes 
as  long  as  they  are  set  in  a  non-discriminatory 
way.  Given  that  differential  rates  exist  between 
provinces  and  hence,  create  distortions  in  that 
they  provide  an  incentive  for  firms  to  locate  where 
tax  burdens  can  be  minimized,  the  opportunity  for 
provinces  to  set  their  own  rates  may  be  a 
reasonable  compromise  between  the  distortionary 
influences  created  by  differential  provincial  rates 
and  the  opportunity  to  make  decentralized 
provincial  policy  decisions. 

The  current  process  of  asking  federal 
officials  to  approve  tax  credits  (in  accordance 
with  the  1981  guidelines)  requested  by  the  TCA 
provinces  is  a  reasonable  one.  After  all,  one  of 
the  roles  of  the  federal  authorities  ought  to  be 
that  of  a  watchdog,  ensuring  that  each  province 
does  not  engage  in  policies  that  may  be  detrimental 
to  other  provinces  and  therefore,  self-defeating  in 
the  aggregate. 

ii)  Administrative  Issues 

It  has  been  argued  by  officials  from  the  Ministry 
of  Revenue  in  Ontario  that,  because  Ontario  administers  its 
own  corporate  tax  system,  the  province  is  able  to  generate 
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significant  sums  of  additional  revenue.  Figures  are  provided 
in  the  body  of  this  study.  This  revenue,  it  is  stated,  stems 
mainly  from  the  province's  ability  to  conduct  its  own  audit; 
that  is,  from  desk  audits  and  field  audits  (including  audits 
of  the  allocation  formula).  Indeed,  Alberta  officials  made 
the  same  point.  Clearly,  the  additional  revenue  that  is 
generated  is  an  important  issue.  Equally  important,  however, 
is  the  issue  of  whether  or  not  the  same  revenue  could/would 
be  generated  if  the  province  were  a  member  of  the  TCA.  To 
gain  a  clearer  understanding  of  this,  the  administrative 
arguments  that  have  been  made  for  a  separate  provincial 
corporate  income  tax  system  will  be  evaluated. 

1.  Revenue  Canada's  coverage  (that  is,  the  firms  to  be 
audited)  in  any  province  is  set  independently  of 
whether  or  not  the  province  is  in  the  TCA.  The 
federal  government  audits  the  same  proportion  of 
targeted  firms  in  every  province.  The  rule  used  is 
that  50  percent  of  all  firms  with  gross  incomes  of 
more  than  $100  million  are  audited  annually  while 
this  proportion  declines  from  33  percent  to  one 
percent  for  firms  whose  gross  income  decreases 
continuously  from  $100  million.  Therefore,  the 
existence  of  both  a  federal  and  provincial  audit 
system  leads  to  proportionately  larger  auditing 
coverage  than  exists  within  the  TCA  provinces. 

When  this  broader  coverage  is  combined  with 
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the  fact  that  there  is  full  and  complete  exchange 
of  information  between  federal  and  provincial 
auditors  and  very  little  overlap  in  the  firms 
audited  (some  overlap  still  exists,  mainly  in  the 
banking  sector),  it  may  not  be  surprising  that 
additional  revenues  are  generated. 

Finally,  it  is  quite  likely  that  the  existence 
of  a  more  comprehensive  and  extensive  auditing 
network  has  increased  the  level  of  taxpayer 
compliance  within  each  of  the  non-TCA  provinces, 
leading  to  further  increases  in  provincial 
revenues . 

2.  According  to  officials  in  the  non-TCA  provinces,  a 
major  advantage  of  operating  a  separate  corporate 
tax  comes  from  the  additional  revenue  that  the 
province  can  get  (or  the  ability  to  prevent  other 
provinces  from  taking  away)  through  auditing  the 
allocation  formula.  Pressure  from  the  TCA 
provinces,  over  the  past  few  years,  has  pushed 
Revenue  Canada  into  a  position  where  the  federal 
auditors  are  now  required  to  audit  the  allocation 
formula  for  all  TCA  provinces  and  to  do  so  in  a 
more  intensive  and  comprehensive  manner.  Given 
this,  the  necessity  of  having  a  separate  provincial 
audit  system  to  audit  the  allocation  formula  (to 
get  extra  revenue  or  protect  the  original 
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allocation)  may  not  be  as  important  as  it  once  was. 

3.  The  claim  that  additional  provincial  revenue  (in  a 
non-TCA  province)  is  generated  because  the  quality 
of  provincial  auditors  and  the  provincial  audit 
system  is  superior  (to  the  federal  system  and 
federal  auditors)  is  difficult  to  support  or  refute 
since  there  are  no  output  data  that  provide  for  a 
measurement  of  this.  If  one  uses  the  quality  of 
inputs,  as  measured  by  professional  qualifications, 
as  a  proxy  for  a  quality  measure,  one  cannot 
discern  any  noticeable  difference  between  the 
provincial  and  federal  requirements. 

4.  The  existence  of  two  audit  staffs  in  one  province, 
it  has  been  suggested,  instills  a  more  competitive 
environment  and  hence,  creates  an  incentive  for 
improved  quality  in  performing  the  audit  function. 
Whether  the  competitive  environment  has  been 
responsible  for  generating  higher  revenues  or 
whether  the  revenue  has  come  from  more  extensive 
coverage,  etc.,  is  difficult  to  determine.  On  the 
one  hand,  some  provincial  officials  think  that  the 
existence  of  two  systems  has  increased  the  quality 
of  the  federal  audit  performance.  On  the  other 
hand,  federal  officials  disagree  with  this 
observation  and  claim  that  there  is  no  evidence  to 
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At  the  same  time,  it  must  be  mentioned  that 
one  should  not  overestimate  the  importance  of 
having  two  audit  systems  for  the  provincial  audit 
concentrates  on  items  of  provincial  interest  while 
the  federal  audit  concentrates  on  matters  of 
federal  interest. 

5.  While  the  non-TCA  provinces  have  suggested 
that  considerable  revenue  losses  have  emerged 
because  of  lags  (and  hence,  revenue  losses  due  to 
forgone  interest  payments)  in  the  reconciliation 
payments  at  year  end,  we  have  been  unable  to 
substantiate  these  losses.  In  fact,  the  available 
evidence  suggests  that,  over  time,  there  is  no 
basis  for  this  claim. 

6.  It  must  be  pointed  out  that  many  of  the 
revenue  gains  do  not  depend  on  an  independent 
corporate  tax  system.  In  fact,  these  revenue  gains 
could  be  secured  through  the  province  continuing 
(or  negotiating  with  the  federal  government  to 
continue)  with  its  existing  audit  system  or, 
alternatively,  negotiating,  for  a  fee,  a  commitment 
from  the  federal  government  to  continue  with  the 
same  level  of  audit  coverage. 
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B)  Recommendations 

In  the  spirit  of  the  Smith  Report  (1967)  and  the  White 
Report  (1968),  we  recommend  that  Ontario  enter  into 
negotiations  with  the  federal  government  with  the  intention 
of  securing  an  agreement  with  respect  to  the  administration 
and  collection  of  Ontario's  corporate  income  tax.  These 
negotiations  should  be  conducted  with  the  following  points  in 
mind : 

1.  Given  that  more  than  one-third  of  the  Canadian 

corporate  income  tax  base  is  generated  in  Ontario 
(almost  85  percent  is  generated  in  the  three  non- 
TCA  provinces  combined) ,  any  tax  collection 
agreement  should  stress  the  need  for  consultation 
and  cooperation  between  the  federal  and  provincial 
governments  over  changes  in  the  corporate  tax  base. 

In  fact,  evidence  supporting  federal /provincial 
consultation  and  cooperation  over  the  design  and 
structure  of  a  co-occupied  tax  is  currently 
witnessed  in  discussions  on  the  proposed  national 
sales  tax.  There  is  no  substantive  economic  reason 
why  changes  in  a  tax  base  co-occupied  by  the 
federal  and  provincial  levels  of  government  should 
be  unilaterally  determined  by  one  level. 

Furthermore,  given  that  significant  sums  of 
corporate  income  taxes  collected  accrue  to  the 
provinces,  further  reinforcement  is  provided  for 
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establishing  a  consultative  approach  in  determining 
proposed  changes  in  the  corporate  income  tax  base.. 

3.  Given  the  considerable  latitude  currently  available 
to  the  provinces  in  the  determination  of  non- 
discriminatory  credits  and  rate  structure,  no 
further  changes  appear  to  be  necessary  in  this 
area . 

4.  Given  the  significant  tax  revenues  generated  by  the 
provincial  audit  coverage,  any  agreement  between 
Ontario  and  the  Federal  government  should  ensure 
that  the  same  level  of  coverage  continue.  This 
could  be  accomplished  by  maintaining  the  existing 
provincial  audit  infrastructure  or  by  negotiating 
increased  federal  audit  coverage  of  items  of 
provincial  interest.  Either  of  these  would  be 
consistent  with  the  spirit  of  the  existing 
arrangements . 

5.  Given  that  Revenue  Canada  has  recently  increased 
its  audit  coverage  of  the  allocation  formula 
between  provinces,  this  issue  may  not  be  as 
important  as  it  once  was.  Nevertheless,  any 
agreement  between  Ontario  and  the  Federal 
government  should  ensure  that  audits  in  this  area 
be  diligent  and  complete. 
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The  Ontario  Corporate  Tax  and  the  Tax  Collection  Agreements 

Part  I.  Historical  Background 

This  section  is  intended  to  provide  a  brief  outline  of 
the  history  of  the  current  Tax  Collection  Agreement  (TCA). 
Although  this  involves  tracing  the  evolution  of  both  the 
personal  income  tax  (PIT)  and  corporate  income  tax  (CIT) 
systems  in  Canada,  most  of  the  discussion  focuses  on  the  CIT 
system.  Provincial  concerns  and  problems  with  the  TCA ' s  and 
their  predecessors,  the  Tax  Rental  Agreements  (TRA's)  are 
also  highlighted.  In  addition,  special  reference  is  made  to 
those  provinces  outside  the  system. 

A.  Early  Years 

By  the  beginning  of  the  First  World  War,  all  provinces 
were  taxing  corporations  in  some  way.  As  well,  many 
municipalities  were  imposing  some  form  of  tax  on  corporations 
within  their  jurisdictions.  During  this  time,  many  different 
bases  were  used  and  jurisdictions  were  frequently 
overlapping.  While  rates  were  low,  however,  considerable 
double  taxation  occurred.!  This  situation  was  exacerbated 
when  the  federal  government  entered  the  CIT  field  in  1916 
with  a  tax  on  profits  that  allowed  no  credit  for  corporate 
provincial  taxes  paid. 

While  the  more  comprehensive  federal  measures  of  1917 
(including  a  PIT)  were  announced  as  temporary  measures  needed 
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to  finance  the  war  effort,  they  were  continued  after  the  war. 

This  confused  system  of  double  taxation  and  joint 
occupancy  of  the  corporate  income  tax  field  continued  without 
posing  any  real  problems  until  the  1930’s.  During  the 
depression,  competition  and  attempts  to  increase  revenues 
brought  all  provinces  into  the  income  tax  field.  CIT  rates 
varied  from  1%  to  10%  at  the  provincial  level  (with  Ontario 
and  Quebec  at  5%) ,  while  the  federal  rate  reached  15%.  At  the 
same  time,  there  was  a  lack  of  uniformity  in  the  tax  base  and 
provincial  jurisdictions  overlapped  one  another  since  there 
was  no  agreed  upon  method  for  allocating  taxable  income 
across  provinces. 

Another  problem  arising  during  this  period  revolved 
around  the  different  systems  of  credits  allowed  for  taxes 
paid  to  other  jurisdictions.  Although  most  provinces  had  some 
type  of  credits,  the  system  was  far  from  uniform.  Thus,  by 
the  beginning  of  the  Second  World  War  the  system  of  federal, 
provincial  and  municipal  taxes  had  become  a  "tax  jungle". 
Corporations  were  faced  with  large  marginal  tax  rates  and  a 
confusing  array  of  laws  and  regulations. 

B.  The  Rowell-Sirois  Commission  Report  (1940)2 

Appointed  in  1937  to  examine  the  economic  and  financial 
basis  of  confederation,  the  Royal  Commission  on  Dominion- 
Provincial  Relations  (the  Rowell-Sirois  Commission)  reported 
in  May  1940.  The  commission  found  the  tax  system  chaotic  and 


recommended  that  the  central  government  be  given  the  sole 
right  to  impose  income  and  inheritance  taxes  (and  all 
corporate  taxes  based  on  income  or  otherwise).  In  return,  the 
federal  government  was  to  offer  revenue  guarantees  to  the 
provinces.  This  was  viewed  as  the  only  way  in  which  an 
efficient  and  orderly  tax  system  could  be  achieved  and  tne 
problem  of  double  taxation  avoided. 

In  January  of  1941  an  attempt  was  made  to  implement  this, 
and  other  recommendations  of  the  report,  as  permanent 
constitutional  changes.  Due  to  provincial  opposition,  mainly 
from  Ontario,  Quebec  and  Alberta,  this  attempt  failed.  The 
demands  of  the  war,  however,  and  the  need  that  the  war 
imposed  for  a  speedy  solution  led  to  the  signing  of  the 
Wartime  Tax  Agreements. 

C.  The  Wartime  Tax  Agreements  1941-1946^ 

Under  the  agreements,  provinces  were  to  give  up  corporate 
and  personal  income  taxes  in  return  for  payments  based  on 
certain  formulas.  The  tax  option,  in  which  the  province  was 
guaranteed  the  yield  of  its  own  taxes  for  the  year  prior  to 
the  agreement,  was  chosen  by  Ontario,  Quebec,  Manitoba, 
British  Columbia,  and  Alberta.  Saskatchewan  and  the  Maritime 
provinces  chose  the  debt  option,  which  involved  the  federal 
government  undertaking  to  service  the  provincial  debt. 
Additional  fiscal  needs  payments  were  also  allowed  under  the 
agreements.  During  the  life  of  these  agreements  the  corporate 
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rate  rose  to  40%  by  1945.  In  addition,  there  was  a  special 
surtax  of  20%  on  profits  considered  above  normal. 

All  provinces  agreed  to  this,  but  those  opposed  to  the 
original  recommendations  contained  in  the  Rowell-Sirois 
report  stressed  the  temporary  nature  of  the  arrangement. 

However,  these  agreements  did  indeed  form  the  basis  for  the 
Tax  Rental  Agreements  that  were  to  follow. 

D.  The  Tax  Rental  Agreements  1947-1961^ 

After  the  war,  all  provinces  except  Ontario  and  Quebec 
entered  into  the  first  of  the  post-war  tax  rental  agreements 
(from  1947  to  1951).  The  provinces  agreed  to  suspend  taxes  in 
return  for  a  fixed  fee  from  the  federal  government  (thus  the 
term  tax  rental).  This  fee  was  based  on  formulas  containing 
per  capita  payments  and  allowed  for  escalations  over  the  life 
of  the  agreement.  Agreeing  provinces  were  free  to  establish  a 
5%  CIT  (deductible  for  federal  tax  purposes)  but,  since  their 
rental  payment  was  reduced  by  an  equivalent  amount,  none  did 
so.  The  two  non-agreeing  provinces  were  obviously  free  to  set 
their  own  rates  and  did  so,  both  setting  the  CIT  rate  at  7%. 
However,  a  tax  credit  of  up  to  only  5%  was  allowed  by  the 
central  government. 

At  this  time  the  allocation  rule  for  taxable  income 
earned  by  corporations  operating  in  more  than  one  province 
was  agreed  upon  by  most  provinces.  This  was  based  on  an  equal 
weighing  of  the  sales,  and  salaries  and  wages  attributable  to 
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permanent  establishments  within  the  province,  as  shares  of 
the  totals  for  the  corporation.  Special  rules  were  also 
devised  for  insurance  and  financial  corporations  as  well  as 
airlines,  railroads,  and  truckers.  Quebec,  however,  did  not 
use  this  formula  but  rather,  one  based  on  sales  alone.  As 
well,  both  Ontario  and  Quebec  treated  the  income  of 
corporations  based  in  the  home  province  differently,  and 
allowed  credits  for  taxes  paid  elsewhere  but  only  up  to  their 
own  rates.  In  spite  of  these  problems,  and  the  limit  of  a  5% 
tax  credit  for  federal  tax  purposes,  all  of  which  caused  some 
double  taxation,  the  system  was  a  vast  improvement  over  the 
situation  that  existed  before  the  war. 

The  reasons  for  Quebec's  and  Ontario's  decisions  not  to 
participate  in  the  TRA  system  were  quite  different. 5  Some 
have  suggested  that  Quebec ' s  refusal  to  enter  into  the 
agreements  (most  notably  when  it  decided  to  set  up  its  own 
PIT  in  the  mid  1950 's)  was  based  on  ideological  grounds. ^ 
However,  the  consensus  appears  to  be  that  the  decision  was 
based  more  on  constitutional  grounds.  Since  the  constitution 
gave  provinces  the  right  to  levy  direct  taxes,  Quebec  did  not 
want  to  set  a  precedent  by  ceding  this  right  to  the  federal 
government . 

Ontario's  opposition  was  based  on  a  different  objective. 
Since  it  was  the  predominant  producing  province,  the 
government  felt  that  it  would  be  able  to  increase  its 
revenues  if  it  operated  outside  of  the  agreement.  Given  that 
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a  higher  rate  was  chosen  than  that  which  existed  elsewhere 
(with  the  exception  of  Quebec),  this  was  almost  certainly  the 
case . 

Ontario  did,  however,  enter  the  second  TRA  (1952-1956). 

It  has  been  suggested  that  this  decision  was  based  more  on  a 
desire  to  enter  the  lucrative  PIT  field  than  to  give  up  its 
own  CIT.7  New  rental  formulas  were  derived  with  payments 
based  on  the  yields  provinces  would  obtain  by  levying  taxes 
at  certain  rates.  Provinces  were,  however,  free  to  stay  with 
the  old  formula  if  they  wished.  In  addition,  the  tax  credit 
of  5%  was  now  allowed  whether  or  not  the  corporation  paid 
taxes  in  the  non-agreeing  province  (Quebec).  In  reality,  this 
credit  was  really  an  abatement  of  federal  tax  and  was  raised 
to  7%  in  1953  and  subsequent  years. 

The  third  and  final  TRA  which  ran  from  1957-1961  was 
really  more  of  a  tax  sharing  arrangement.  The  agreeing 
provinces  were  given  payments  equivalent  to  the  yields  of  a 
9%  CIT,  10%  of  the  federal  PIT  and  50%  of  succession  duties 
in  return  for  vacating  these  fields.  Federal  taxes  were 
abated  by  these  amounts  in  provinces  outside  the  TRA.  Ontario 
opted  out  of  the  agreement  with  respect  to  the  CIT  at  this 
time  and  imposed  its  own  CIT  at  a  rate  of  11%.  Again,  it 
seems  that  revenue  was  a  major  consideration  in  this 
decision,  given  the  higher  rate  and  the  desire  of  the 
province  to  re-establish  its  high  yield  capital  and  premium 
taxes  which  the  federal  government  had  refused  to  collect. 8 
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The  province  did  adopt,  however,  a  corporate  tax  system  that 
was  almost  equivalent  to  the  federal  law,  including  the 
existing  allocation  formula.  Since  this  agreement  set 
payments  based  on  the  yields  of  various  taxes,  it  was  the 
first  step  toward  the  TCA's  which  replaced  it. 

E.  The  Tax  Collection  Agreements 

(i)  The  First  TCA  1962-1966 

The  first  of  the  TCA's  (covering  the  years  1962- 
1966)  was  signed  by  all  provinces  (except  for  Quebec)  with 
respect  to  the  PIT  and  all  provinces  other  than  Quebec  and 
Ontario  for  the  CIT.  Under  this  arrangement,  the  federal 
government  lowered  (abated)  its  CIT  rate  by  9  percentage 
points  on  all  income  earned  in  Canada  (as  calculated  using 
the  allocation  formula),  and  offered  to  collect,  free  of 
charge,  a  provincial  CIT  at  any  single  rate  the  agreeing 
province  chose  to  levy.  Provinces  had  to  agree  to  the  same 
base  used  by  the  federal  government  as  well  as  the  allocation 
mechanism . 

This  system  was  set  up  in  response  to  provincial  demands 
for  more  control  over  the  amount  of  revenue  collected  from 
the  CIT.  However,  it  remained  simple  for  the  taxpayer  and 
retained  much  of  the  uniformity  of  the  previous  arrangements. 
In  fact,  only  Manitoba  and  Saskatchewan  of  the  eight  agreeing 
provinces,  set  rates  higher  than  the  federal  withdrawal  (both 
at  10%) .  This  increased  ability  to  control  revenues  was  not 
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enough  to  convince  Ontario  to  enter  into  an  agreement  with 
respect  to  the  CIT.  Along  with  Quebec  the  province  chose  to 
continue  to  collect  its  own  corporate  tax.  The  two  provinces 
maintained  rates  above  those  in  other  provinces  (11%)  but, 
since  tax  bases  were  reasonably  uniform  and  the  allocation 
formula  was  now  in  use  throughout  the  country  (Quebec  had 
agreed  to  adopt  the  federal  rules  for  the  1961  tax  year),  no 
major  problems  of  double  taxation  occurred. 

(ii)  The  1967  TCA 

The  taxation  agreements  were  renewed  in  1967  and 
were  made  indefinite,  subject  to  certain  conditions  for 
notice  of  termination.  Again  only  Ontario  and  Quebec  remained 
outside  with  respect  to  the  CIT  (Quebec  also  retained  its  own 
PIT) .  The  federal  government  lowered  its  rate  by  another 
percentage  point  and  all  the  agreeing  provinces  immediately 
took  it  up.  Ontario  also  raised  its  rate  by  one  per  cent  to 
12%. 

The  agreements  have  continued,  in  essentially  this  form 
except  for  some  relatively  minor  amendments.  These  included 
(on  the  corporate  side)  a  change  allowing  provincial  rates  to 
be  expressed  in  half  percentage  points  and  limited  revenue 
guarantees  (instituted  in  1972  to  allow  for  revenue  neutral 
tax  reform) ,  and  changes  to  the  notification  and  installment 
payment  procedures.9  Since  1975  the  agreements  have  also 
allowed  (amended  retroactively  in  1978)  for  a  second  CIT  rate 
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for  income  qualifying  for  the  federal  small  business 
deduction.  However,  the  biggest  change  in  the  TCA's  was  the 
1972  introduction  of  provincial  tax  credits  and  other  special 
measures.  These  will  be  examined  in  section  (iv). 

(iii)  The  Smith  Report  (1967)  and  the  White  Report  (1968) 
In  1967,  the  Ontario  Committee  on  Taxation  tabled 
its  report  (Smith  Report  -  1967).  Part  of  its  mandate  was  to 
consider  the  matter  of  Ontario  entering  into  a  TCA  with 
respect  to  the  provincial  CIT.  In  stating  its  philosophy,  the 
commission  stressed  the  need  for  both  a  uniform  base  and  its 
preference  for  a  single  collection  agency.  More  specifically, 
the  commission  felt  that  while  joint  occupancy  of  the  CIT  was 
inevitable,  "provincial  exploitation  of  this  tax  (should)  be 
based  on  uniform  legislation  and  a  single  collection 
agency . "10 

Before  making  its  recommendations  concerning  the  CIT,  the 
commission  listed  what  it  saw  as  the  main  advantages  and 
disadvantages  of  a  collection  agreement. H  Among  the 
advantages  of  an  agreement  the  commission  listed  uniformity 
of  rules  and  regulations  ("perhaps  the  most  desirable 
result"!2),  reduced  compliance  costs,  reduced  collection 
costs,  and  the  increased  revenue  from  federal  reassessments 
and  absorption  of  bad  debts.  On  the  negative  side  the 
commission  worried  that  the  federal  government  might  limit 
the  province's  revenues,  especially  as  the  province  might  be 
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in  a  weaker  bargaining  position  once  in  a  TCA.  As  well,  since 
the  province  might  lose  revenue  due  to  poor  auditing  of 
inter-provincial  allocations,  it  would  have  to  retain  its  own 
auditing  system  (thus  reducing  the  savings  on  collection 
costs).  Finally,  the  report  recognized  that  joining  the  TCA 
would  limit  the  province's  ability  to  use  the  corporate  tax 
system  for  policy  purposes. 

The  commission  found,  on  weighing  the  pros  and  cons, 

"that  it  would  be  in  the  best  interests  of  Ontario  to  seek  a 
collection  agreement"^,  provided  that  the  federal  government 
agreed  to  certain  safeguards.  These  conditions  concerned 
providing  provincial  authorities  with  copies  of  returns, 
performing  audits  at  provincial  request,  and  perhaps  most 
importantly,  undertaking  to  consult  with  the  province  on 
measures  that  would  affect  the  tax  structure  and  revenues  of 
the  province. 

The  Select  Committee  of  the  Legislature  formed  to  study 
the  results  of  the  Smith  Report  (the  White  Report  (1968)) 
endorsed  the  idea  of  Ontario  signing  a  TCA,  stating, 

"It  is  our  opinion  that  Ontario  should  seek  a 
collection  agreement  with  the  federal  government 
for  the  collection  of  the  Province's  corporate 
income  taxes,  and  that  the  present  duplication  of 
filing  and  payment  of  corporate  income  taxes  should 

be  eliminated. " 14 

The  government  accepted  this  recommendation  and  was 
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"persuaded  by  the  obvious  merits  of  such  a  step"15.  in  the 
budget  of  1969  the  government  undertook  to  look  into  the  idea 
but  stressed  the  need  for  assurances  from  the  federal 
government  before  signing  any  agreement.  Evidently,  these 
assurances  were  not  forthcoming  since  the  matter  was  dropped. 

(iv)  Provincial  Tax  Credits  and  Special  Measures 

In  1972  the  federal  government  began  to  administer 
the  first  of  the  tax  credits  on  the  personal  side  of  the 
income  tax  system.  This  was  partially  attributed  to  Ontario's 
threat  to  withdraw  from  the  TCA  and  administer  its  own  PIT. 
The  use  of  credits  and  other  measures  such  as  surtaxes, 
rebates,  and  reductions  has  grown  since  that  time  in  both  the 
CIT  and  PIT.  The  need  for  flexibility  was  formally  recognized 
by  the  federal  government  in  1974  when  the  provinces  were 
invited  to  put  forward  proposals  (by  the  federal  Minister  of 
Finance ) . 16 

These  proposals  were  dealt  with  on  an  individual,  and 
somewhat  ad  hoc  basis,  although  general  guidelines  were 
followed.  These  general  rules  for  acceptance  were  formally 
stated  in  1981  in  the  Department  of  Finance  submission  to  the 
Parliamentary  Task  Force  on  the  Federal-Provincial  Fiscal 
Arrangements ; 

"First,  the  measure  must  be  able  to  be  administered 
reasonably  efficiently.  Second,  the  measure  must 
not  significantly  erode  or  have  the  potential  to 
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erode  the  essential  harmony  and  uniformity  of  the 
federal  and  provincial  income  tax  systems.  Third, 
the  measure  must  not  jeopardize  the  efficient 
functioning  of  the  Canadian  economic  union  by  the 
erection  of  income  tax  barriers  to  normal 
interprovincial  investment  flows. "17 
The  agreeing  provinces  took  advantage  of  the  federal 
offer  to  administer  special  CIT  measures  that  met  the  above 
conditions.  During  the  late  1970's  and  early  1980's,  most 
provinces  lowered  their  CIT  rates  on  corporations  qualifying 
for  the  federal  small  business  reduction.  In  addition,  many 
of  the  agreeing  provinces  have  made  use  of  surtaxes  and 
reductions  (temporary  or  otherwise)  and  all  have  made  use  of 
credits  of  one  kind  or  another.  These  credits  are 
administered  for  a  nominal  fee  by  the  federal  government  but 
are  subject  to  provincial  verification. 

(v)  Alberta's  Withdrawal  1981 

In  1974  the  government  of  Alberta  announced  its 
intention  to  withdraw  from  the  TCA  with  respect  to  the  CIT. 
The  legislation  was  passed  in  1980  and  the  province  began  to 
administer  its  own  CIT  in  1981.  The  primary  reason  for  this 
decision  was  a  desire  to  implement  policies  designed  to 
increase  diversification  in  the  Alberta  economy. It  does 
not  seem,  as  has  been  suggested  elsewhere,  to  have  been 
motivated  by  an  attempt  to  increase  revenues.  The  objectives 
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of  a  separate  Alberta  CIT  were  set  out  in  1975,19  and  the 
policies  outlined  (including  preferential  treatment  for 
corporations  based  in  the  province)  were  clearly  of  the  type 
that  the  federal  government  would  consider  discriminatory  and 
an  impediment  to  the  free  flow  of  capital  in  Canada.  Thus,  no 
attempt  could  be  made  to  implement  these  policies  through 
credits  and  other  special  measures  while  remaining  in  the  TCA 
system. 

The  decision  of  Alberta  to  abandon  the  TCA,  and 
administer  these  special  incentives  through  the  CIT,  as 
opposed  to  using  other  policy  instruments,  was  based  on  the 
preferences  of  the  government.  It  was  felt  that  the  tax 
system  was  the  best  instrument  for  the  implementation  of 
broadly-based  policies  and  was  not  open  to  the  abuses  that 
can  accompany  systems  of  direct  expenditure  grants  or 
regulations.  It  was  also  thought  that  tax  measures  were 
easier  and  cheaper  to  administer  than  other  measures  designed 
to  produce  similar  results. 20  This  intention  to  enact 
discriminatory  measures  in  the  provincial  CIT  has  yet  to  be 
acted  upon,  however.  In  fact,  the  Alberta  CIT  remains  similar 
to  the  federal  one  in  both  base  and  rate  structure  and  those 
credits  and  special  measures  that  do  exist  are  almost 
certainly  within  the  federal  guidelines  which  were  discussed 
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(vi)  Recent  Provincial  Complaints 

In  recent  years  most  of  the  provincial  complaints 
concerning  the  TCA  system  have  stemmed  from  the  desire  on  the 
part  of  provinces  to  gain  more  flexibility  in  the  use  of  the 
tax  system  as  a  policy  instrument.  For  example,  the  Ontario 
government  commissioned  an  OEC  study  on  the  question  of  the 
province  setting  up  a  separate  PIT. 21  Although  this  study  did 
not  recommend  that  the  province  adopt  a  separate  PIT  system, 
it  left  the  door  open  for  such  a  step  should  Ontario's 
interests  diverge  further  from  those  of  the  federal 
government.  Alberta  has  also  hinted  at  an  intention  to 
withdraw  from  the  personal  income  TCA  to  pursue  its  own 
policies . 2  2 

Problems  have  also  been  encountered  with  respect  to  the 
CIT.  Although  it  is  outside  the  corporate  TCA  system,  the 
province  of  Ontario  has  maintained  a  base  which  differs  very 
little  from  the  federal  base.  However,  in  1981  the  province 
expressed  its  opposition  to  certain  proposed  changes  in  the 
base. 23  Among  other  measures,  the  province  decided  not  to 
follow  federal  legislation  with  respect  to  the  half  year 
convention  for  depreciable  assets  purchased  during  the  year. 
Although  this  decision  has  since  been  reversed,  the  episode 
was  symptomatic  of  provincial  concerns  over  federal  policies 
that  they  felt  would  be  particularly  harmful. 

Another  common  complaint  has  been  that  provinces 
systematically  lose  interest  revenue  from  slow  payments  from 
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the  federal  government  due  to  poor  federal  estimation  of 
provincial  tax  revenues.  Although  a  reconciliation  of 
estimates  and  actual  assessments  takes  place  (some  15  months 
after  the  end  of  the  taxation  year)  some  provinces  have  felt 
that  the  current  system  results  in  significant  losses  of  this 
type.  This  would  be  more  important  during  years  when  the  tax 
base  is  growing  rapidly  in  a  province  (for  example  Alberta 
during  the  oil  boom) .  This  issue  will  be  dealt  with  in  more 
detail  in  subsequent  sections. 
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Part  II.  A  Description  of  the  Current  Arrangements 

A.  Introduction 

Since  the  evolution  of  the  Tax  Collection  Agreements 
(TCA)  and  the  concurrent  changes  in  the  corporate  tax  systems 
of  the  non-participating  provinces  was  discussed  in  the 
previous  section,  this  section  will  take  a  more  detailed  look 
at  the  current  arrangements.  This  will  serve  as  a  prelude  to 
evaluating  the  case  for  and  against  Ontario  joining  the  TCA. 

The  TCA  serves  many  purposes.  It  is  primarily  a  device 
for  harmonizing  the  corporate  tax  systems  of  the  provinces 
and  the  federal  government.  It  does  so  by  ensuring  that  the 
tax  bases  are  the  same  for  participating  governments,  and  by 
stipulating  a  formula  for  allocating  revenues  among 
provinces.  In  simple  terms,  the  participating  provinces 
agree  to  use  the  federal  corporate  tax  base  and  to  abide  by 
the  allocation  formula.  In  return,  the  provinces  can  choose 
the  tax  rates  they  prefer  to  apply  to  the  base,  and  can  levy 
certain  types  of  tax  credits  which  do  not  disrupt  the 
allocation  of  capital  across  provinces,  and  which  can  be 
readily  administered  by  Revenue  Canada.  The  federal 
government,  in  turn,  sets  its  own  tax  rate  and  collects  both 
its  own  taxes  and  those  of  the  participating  provinces 
simultaneously.  It  also  administers  the  provinces'  tax 
credits  at  a  nominal  administrative  cost.  The  federal 
government  bears  all  other  collection  costs,  including  the 
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costs  of  auditing  corporate  tax  returns  on  behalf  of  the 
participating  provinces  and  the  costs  of  tax  defaults.  At 
the  same  time,  it  also  receives  any  interest  and  penalties 
arising  from  the  tax  collection  process.  Provinces  ensure 
that  provincial-specific  credits  are  being  claimed 
legitimately . 

There  are  several  potential  benefits  from  such  an 
arrangement.  There  are  economic  efficiency  gains  from 
harmonizing  tax  bases.  The  more  similar  are  tax  bases,  the 
less  likely  is  it  that  firms'  locational  and  investment 
decisions  will  be  determined  by  tax  factors  as  opposed  to 
economic  gains.  The  mere  existence  of  a  common  base  and 
simultaneous  collection  of  federal  and  provincial  taxes 
reduces  the  compliance  costs  of  the  private  sector  and,  one 
would  expect,  the  collection  costs  of  the  public  sector  as 
well.  Furthermore,  the  requirement  to  adhere  to  common  tax 
bases  and  not  to  use  discriminatory  tax  credits  reduces  the 
ability  of  provinces  to  use  the  corporate  tax  system  as  a 
device  to  attract  industry  from  other  provinces.  This  type 
of  tax  competition  is  known  to  be  (at  least)  partly  self- 
defeating  if  it  is  engaged  in  by  several  provinces.  The 
potential  for  tax  competition  is  not  avoided  altogether  since 
provinces  still  have  the  ability  to  vary  the  rates  of  tax 
they  apply  to  the  common  base;  the  best  that  can  be  said  is 
that  the  potential  is  reduced.  The  tax  allocation  formula 
serves  also  to  prevent  double  taxation,  and  to  do  so  in  a 
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manner  which  is  much  less  complex  than  analogous  mechanisms 
used  at  the  international  level,  most  of  which  involve 
complex  tax  crediting  arrangements.  Finally,  the  TCA 
facilitates  tax  sharing  arrangements  not  only  across 
provinces  but  also  between  the  two  levels  of  government.  The 
corporate  tax  field  is  co-occupied  by  the  federal  and 
provincial  governments.  This  means  that  the  tax  base  must 
somehow  be  shared.  In  part,  this  sharing  is  accomplished  by 
the  independent  setting  of  tax  rates  on  corporate  income  by 
the  two  levels  of  government.  At  the  same  time,  the 
determination  of  the  federal  and  provincial  shares  of 
corporate  tax  revenues  is  partly  determined  by  the  broader 
process  of  negotiation  between  the  levels  of  government  over 
intergovernmental  transfers.  One  of  the  mechanisms  by  which 
funds  are  transferred  to  the  provinces  by  the  federal 
government  is  the  turning  over  of  "tax  points"  to  the 
provinces.  This  procedure,  which  contributes  to  harmonious 
fiscal  relations  between  the  two  levels  of  government,  would 
not  be  possible  in  the  absence  of  harmonized  tax  bases. 

Thus,  it  seems  clear  that  the  existence  of  an  arrangement  for 
harmonizing  income  tax  bases,  such  as  the  TCA,  serves  a 
national  economic  interest,  and  this  should  be  borne  in  mind 
when  any  one  province  considers  its  role  in  it. 

In  the  remainder  of  this  Part  describing  in  detail  the 
existing  arrangements,  we  begin  by  describing  in  detail  some 
salient  features  of  the  federal  corporate  tax  base  and  rate 
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structure.  We  then  describe  in  detail  the  current  TCA. 
Finally,  we  consider  the  main  features  of  the  corporate  tax 
systems  of  the  non-participating  provinces,  focussing 
especially  on  the  ways  in  which  they  deviate  from  those  of 
the  participating  provinces. 

B.  The  Federal  Corporate  Tax  Base  and  Rate  Structure 

The  federal  government  levies  the  corporation  income  tax 
under  the  authority  of  the  Income  Tax  Act  on  the  world-wide 
income  of  all  Canadian  corporations  and  the  Canadian  income 
of  all  non-resident  corporations  operating  in  Canada.  It  is 
instructive  to  examine  the  definition  of  the  base  separately 
from  the  rate  structure  since  the  two  can,  in  fact,  be 
determined  independently. 

i).  The  Federal  Tax  Base 

The  tax  base  might  best  be  characterized  as  corporate 
equity  income  defined  on  an  accruals  basis,  though  with  a 
number  of  deviations  from  both  conventional  accounting 
principles  and  from  true  accrued  equity  income  as  an 
economist  might  define  it.  Some  of  the  deviations  are 
intentional  and  are  designed  to  provide  tax  incentives  to 
corporations  to  undertake  certain  types  of  activities. 

Others  arise  because  of  pure  measurement  difficulties.  For  a 
firm  earning  active  business  income,  the  tax  base  includes 
all  accrued  revenues  from  the  sale  of  goods  and  services. 


Current  costs,  including  wages  and  salaries  and  the  purchase 
of  material  inputs,  are  deductible  as  they  accrue.  Capital 
costs  are  deductible  in  the  following  way.  First,  all 
nominal  interest  costs  are  deductible  regardless  of  the 
purpose  for  which  the  financing  is  acquired.  With  the 
implementation  of  the  new  federal  tax  reform,  interest  costs 
on  idle  real  estate  property,  as  well  as  other  soft  costs  of 
development,  must  be  capitalized  and  written  off  gradually. 
In  addition,  real  capital  costs  are  deductible  in  a  manner 
determined  by  the  type  of  capital.  For  depreciable  capital, 
firms  are  allowed  to  deduct  a  capital  cost  allowance  (CCA) 
which  is  meant  to  represent  an  allowance  for  depreciation. 
The  CCA  is  applied  at  a  declining  balance  rate  on  a  historic 
cost  basis  and  at  a  rate  which  varies  by  type  of  capital. 

The  standard  rates  used  are  comparable  with  those  used  for 
ordinary  accounting  purposes,  although  most  economic  studies 
would  suggest  that  these  rates  are  in  excess  of  the  true 
rates  of  depreciation  of  capital  of  various  sorts.  In  some 
cases,  special  accelerated  rates  of  CCA  have  been  allowed  on 
certain  types  of  capital.  For  example,  recently,  machinery 
and  equipment  used  in  manufacturing  and  processing  has  been 
permitted  a  two-year  straightline  write-off  as  an  inducement 
to  investment  in  this  type  of  capital.  This  is  due  to  be 
removed  with  Phase  1  of  the  current  tax  reform  announced  in 
the  1987  federal  budget.  The  ability  to  claim  the  full  CCA 
is  currently  subject  to  one  restriction,  and  is  about  to  be 
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subject  to  another  when  the  reform  package  is  implemented. 
According  to  the  so-called  half-year  convention,  only  one 
half  of  the  CCA  at  the  standard  rate  may  be  deducted  in  the 
first  year  of  a  new  investment.  This  is  to  account  rather 
roughly  for  the  fact  that  the  investment  will  generally  have 
been  only  in  place  for  part  of  the  first  tax  year  in  which 
the  investment  takes  place.  With  the  new  tax  reform,  a 
further  restriction  will  be  imposed  with  the  implementation 
of  a  put-in-use  rule.  According  to  this  rule,  CCA  on  new 
investments  in  depreciable  capital  cannot  begin  to  be  claimed 
until  the  capital  is  actually  put  in  use  to  produce  income. 

There  are  several  other  types  of  capital-type 
expenditures  for  which  special  deductions  apply.  Inventory 
capital  is  written  off  as  it  is  used  on  a  FIFO  basis. 

Expenditures  on  such  items  as  research  and  development, 
exploration  and  development  in  resource  industries,  the  costs 
of  acquisition  of  resource  properties,  advertising,  and 
marketing  are  all  treated  very  liberally.  In  most  cases, 
they  are  expensed  like  current  costs  despite  the  fact  that 
they  are  really  expenditures  of  a  capital  nature.  In 
addition,  the  deductions  are  allowed  whether  or  not  the 
assets  acquired  (e.g.,  resource  properties)  are  actually  put 
in  use.  The  resource  industries  have,  in  fact,  often 
benefited  from  a  double  write-off  of  some  expenditures.  In 
the  mining  industry,  firms  are  still  allowed  to  deduct  an 
earned  depletion  allowance  (defined  as  a  proportion  of  income 
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but  limited  by  the  extent  of  exploration  and  development 
expenditures  undertaken)  over  and  above  the  expensing  of  the 
costs  of  acquiring  the  resources.  This  is  due  to  be 
abolished  with  the  implementation  of  the  corporate  income  tax 
reforms  by  the  federal  government. 

Companies  earning  financial  income  also  face  a  special 
set  of  rules,  the  details  of  which  need  not  detain  us  here. 
Suffice  it  to  say  that,  as  with  active  business  income,  the 
tax  base  is  designed  to  accord  roughly  with  accrued  equity 
income . 

ii).  The  Federal  Rate  Structure 

The  basic  rate  of  46%  is  applied  on  the  federal  tax 
base,  but  by  a  series  of  abatements,  deductions  and  tax 
credits  the  actual  federal  tax  liability  varies  according  to 
the  situation  of  the  firm.  The  full  tax  rate  of  46%  is 
reduced  by  abatement  or  deduction  in  three  sorts  of 
circumstances.  First,  taxable  income  allocated  to  any  of  the 
provinces  is  given  a  10%  abatement.  This  abatement  provides 
tax  room  to  the  provinces  and  allows  them  to  collect  their 
own  corporate  tax  revenues.  This  implies  that  the  only 
income  taxable  at  the  full  federal  rate  is  that  earned  by 
Canadian  corporations  outside  Canada.  The  allocation  of 
taxable  income  between  foreign  and  domestic  sources,  and  the 
allocation  of  the  latter  among  the  provinces  is  determined  by 
an  allocation  formula  to  be  discussed  in  more  detail  below 
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under  the  Tax  Collection  Agreements.  To  the  extent  that  the 
provincial  corporate  tax  systems  respect  the  allocation 
formula,  double  taxation  is  precluded  in  the  sense  that 
taxable  income  is  taxed  either  at  the  full  federal  rate  or  at 
the  reduced  federal  rate  augmented  by  the  provincial 
corporate  tax  rate  as  applicable,  but  never  both  (and  never 
neither ) . 

Two  other  sources  of  reduced  federal  tax  rates  arise 
because  of  special  treatment  given  to  particular  sorts  of 
activities.  The  small  business  deduction  effectively  reduces 
the  full  federal  rate  applicable  on  the  active  business 
income  of  small  businesses  from  46%  to  25%.  More  precisely, 
the  small  business  deduction  of  11%  is  available  on  the  first 
$200,000  of  taxable  income  of  Canadian-controlled  private 
corporations.  Similarly,  the  manufacturing  and  processing 
deduction  reduces  the  tax  rate  applicable  on  those  industries 
to  40%  for  ordinary  corporations  and  20%  for  those  obtaining 
the  small  business  deduction.  These  rates  are  due  to  change 
with  the  implementation  of  the  income  tax  reform.  The 
standard  corporate  tax  rate  will  fall  to  38%;  that  for 
manufacturing  and  processing  will  fall  to  33%;  and  the  small 
business  tax  rate  will  be  22%  for  all  forms  of  business.  The 
provincial  abatement  of  10%  will  still  be  given  where 
applicable  (i.e.,  where  the  taxable  income  is  allocated  to 
one  of  the  provinces). 

Federal  taxes  payable  are  also  reduced  in  certain 


26 


circumstances  by  a  variety  of  tax  credits.  The  general 
investment  tax  credit  (ITC)  of  7%  of  the  value  of  eligible 
investments  is  due  to  be  phased  out  with  the  corporate  tax 
reform.  However,  the  special  ITC ' s  in  slow  growth  areas 
(e.g.,  Atlantic  Canada,  Gaspe,  and  Cape  Breton),  which 
currently  range  from  20%  to  60%  depending  on  the  type  and 
location  of  the  investment,  will  be  retained  after  the 
reform,  but  at  reduced  rates  (15-45%).  Other  classes 
eligible  for  the  current  ITC  are  research  and  development  (at 
20-35%)  and  high  cost  exploration  (at  25%)  investments  and 
these  will  be  unaffected  by  tax  reform.  There  also  exist  tax 
credits  such  as  those  allowed  for  political  contributions  and 
foreign  taxes  paid  which  will  be  unaffected  by  the  tax 
reform.  Others  like  the  Scientific  Research  and  Experimental 
Development  Tax  Credit  will  be  abolished  or  changed  to  fit  in 
with  the  reformed  tax  system. 

Tax  liabilities,  thus  determined,  are  payable  on  an 
annual  basis  by  quarterly  instalments.  Corporations  are  free 
to  choose  their  own  tax  year,  and  are  required  to  pay 
instalments  quarterly  on  an  estimated  basis.  At  the  end  of 
the  tax  year,  a  final  reconciliation  is  undertaken  and  the 
difference  is  paid  or  refunded  as  the  case  may  be. 

Typically,  there  are  further  taxes  owing  at  this  point  and 
the  firm  must  file  and  make  payment  within  three  months  of 
the  end  of  the  tax  year.  Firms  in  a  loss  position  are  able  to 
carry  forward  negative  tax  liabilities  for  seven  years  and 
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backward  for  three,  though  without  accumulating  interest. 

Another  vehicle  for  loss  offsetting  is  available  to  firms  in 
resource  industries  and  that  involves  the  use  of  flow-through 
shares.  Firms  issuing  these  shares  to  finance  exploration 
and  development  expenditures  can  renounce  to  the  purchasers 
of  the  shares  the  deductions  accruing  on  them  under  the 
income  tax.  In  the  case  of  oil  and  gas,  this  includes  the 
accelerated  write-off  of  exploration  and  development 
expenditures.  For  mining,  it  includes  that  as  well  as 
depletion  allowances  (at  least  until  the  latter  are  abolished 
by  the  current  tax  reform) .  Note  that  this  provision  for 
loss  offsetting  effectively  results  in  a  change  in  the 
corporate  tax  base  which,  as  we  shall  see  below,  has 
implications  for  the  provinces  belonging  to  the  TCA. 

As  with  the  personal  income  tax,  the  corporate  income 
tax  is  administered  on  a  self-assessment  basis.  Compliance 
is  encouraged  by  the  audit  procedures  of  Revenue  Canada. 

About  3%  of  all  corporate  tax  returns  are  audited  by  the 
federal  government.  More  specifically,  federal  audit 
coverage  (regardless  of  whether  the  province  is  within  or 
outside  the  TCA)  consists  of  50  percent  of  all  firms  with 
gross  incomes  in  excess  of  $100  million.  For  corporations 
with  gross  income  less  than  $100  million,  the  proportion  of 
firms  audited  ranges  from  33  percent  to  1  percent  (that  is, 
as  gross  income  falls,  the  percentage  of  firms  audited  falls 
correspondingly).  In  principle,  the  audit  procedures  should 


■ 


28 


detect  incorrectly  reported  taxable  income  figures  as  well  as 
incorrectly  reported  taxes  payable  and  credits.  Both  the 
provinces  and  the  federal  government  benefit  from  the  federal 
audit  procedures  since  errors  detected  by  federal  auditors  in 
the  calculation  of  taxable  income  simultaneously  apply  to  the 
provincial  tax  base.  The  process  also  works  in  the  other 
direction,  that  is,  both  federal  and  provincial  auditors 
benefit  from  the  provincial  audit.  In  addition,  the  results 
of  federal  audits  are  made  available  to  the  provinces. 

It  is  important  to  note  that  the  principle  of  self- 
assessment  also  applies  to  the  allocation  of  taxable  income 
among  jurisdictions  (i.e.,  foreign  sources  and  the  provinces 
and  territories).  Thus,  when  auditing  the  tax  base  of 
corporations,  federal  auditors  are  required  to  verify  the 
interprovincial  allocation  reported  by  the  firm  In  fact, 
Revenue  Canada  has  sent  a  directive  to  all  field  auditors 
specifically  requiring  that  the  allocation  formula  be 
audited.  While  it  is  alleged,  by  the  non-participating 
provinces,  that  the  federal  auditors  are  not  as  vigilant  as 
they  might  be  in  checking  the  allocations  among  provinces, 
federal  officials  deny  this.  They  claim  that,  in  recent 
years,  the  participating  provinces  have  exerted  considerable 
pressure  on  Revenue  Canada  to  audit  carefully  the  allocation 
formula  (in  order  to  avoid  losing  revenue  to  the  non¬ 
participating  provinces);  hence,  it  is  now  an  important  and 
serious  part  of  the  audit  process.  Furthermore,  full  and 
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frequent  exchange  of  information  between  federal  and 
provincial  auditors  means  that  the  participating  provinces 
could  surely  check  the  audit  if  they  wished.  Of  course,  if 
the  participating  provinces  questioned  any  allocation,  the 
federal  government  would  still  have  to  initiate  the  change, 
in  consultation  with  the  affected  provinces. 

The  federal  income  tax  system  also  includes  provisions 
for  integrating  the  corporate  and  personal  income  tax  systems 
to  mitigate  the  double  taxation  of  resident  shareholder 
incomes  by  the  two  types  of  tax.  Much  of  this  is 
accomplished  at  the  personal  level  by  the  dividend  tax 
credit.  However,  certain  relevant  provisions  exist  at  the 
corporate  level  as  well.  Taxes  on  financial  income  falling 
under  Part  I  refundable  portion  and  Parts  IV  and  XIV  of  the 
Income  Tax  Act  exist  primarily  to  integrate  the  tax  systems 
and  to  reduce  the  incentives  for  postponing  personal  tax 
liabilities  by  holding  income  in  private  corporations.  For 
example,  the  refundable  tax  on  dividends  (the  Part  IV  tax) 
levies  a  tax  on  dividends  received  by  private  Canadian 
corporations  (dividends  paid  to  corporations  are  not  usually 
subject  to  taxation).  This  tax  is  called  refundable  since, 
when  dividends  are  paid  by  the  corporation  to  its  owners,  the 
corporate  tax  paid  on  those  dividends  is  refunded.  The 
dividends  are  then  taxed  at  the  personal  level  and  are 
eligible  for  the  dividend  tax  credit.  Thus  private  owners 
cannot  shelter  income  from  taxation  by  paying  dividends  to 
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another  corporation  they  control.  Since  these  taxes  only 
exist  at  the  federal  level  and  are  not  levied  by  the 
provinces  at  all,  they  do  not  bear  on  the  TCA  at  the 
corporate  level  and  so  need  not  be  considered  further. 

A  few  summary  remarks  on  the  use  of  the  federal 
corporate  income  tax  to  accomplish  economic  objectives  should 
be  mentioned  here  since  it  is  relevant  for  our  subsequent 
discussion.  One  could  argue  that  the  fundamental  purpose  of 
the  corporate  income  tax  is  as  a  device  for  withholding 
income  taxes  on  shareholders'  income  at  source.  This  was  the 
prevailing  view  at  the  time  of  the  Carter  Report  and  has 
remained  so  in  the  view  of  the  recent  Macdonald  Royal 
Commission  on  the  Canadian  economy.  This  withholding  is  for 
two  reasons.  The  first  is  to  prevent  domestic  residents  from 
postponing  personal  income  tax  liabilities  by  retaining 
earnings  in  the  corporation.  The  second  is  to  prevent 
foreign  shareholders  from  escaping  Canadian  income  taxation 
altogether.  Viewed  from  this  perspective,  it  could  be  argued 
that  the  "ideal"  corporate  tax  is  a  tax  on  equity  income  at  a 
uniform  rate  and  fully  integrated  with  the  personal  tax 
system.  We  might,  therefore,  consider  as  a  benchmark  a  tax 
on  equity  income  at  uniform  rates  as  a  basis  for  judging  the 
existing  or  alternative  systems. 

The  additional  use  of  the  corporate  income  tax  for 
pursuing  economic  objectives  can  be  accomplished  in  two 
general  ways,  both  of  which  might  be  considered  to  be  tax 
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expenditures  by  the  usual  definition  of  the  latter.  The 
first  is  to  provide  additional  deductions  through  the  tax 
base.  In  the  case  of  the  corporate  income  tax,  the  major  use 
of  tax  base  changes  for  tax  expenditures  include  accelerated 
CCA,  rapid  write-offs  for  research  and  development 
expenditures  and  for  the  acquisition,  exploration  and 
development  of  resources,  and  additional  deductions  such  as 
the  depletion  allowance  for  resources  and  the  now-defunct 
inventory  allowance.  These  measures  provide  a  tax  incentive 
to  undercake  certain  types  of  activities  by  increasing  the 
value  of  write-offs  and  thereby  reducing  the  present  value  of 
tax  liabilities  of  the  firm  in  a  way  which  increases  with  the 
favoured  expenditure  in  question. 

The  other  way  of  using  the  corporate  tax  system  to 
introduce  incentives  is  by  changes  in  the  rate  structure, 
including  differential  tax  rates  by  type  and  size  of  firm  and 
tax  credits  by  type  of  expenditure.  These  latter  also  give 
rise  to  tax  savings  according  to  type  of  expenditure 
undertaken  and  to  that  extent  are  generally  comparable  with 
base  changes.  The  pros  and  cons  of  tax  expenditures  working 
through  base  changes  as  opposed  to  those  working  through  tax 
credits  are  pursued  later  in  this  report. 

Finally,  the  broader  perspective  of  the  current  federal 
tax  reform  process  should  be  kept  in  mind  when  evaluating  the 
TCA.  The  tax  reform  announced  in  the  Department  of  Finance 
white  papers  entitled  "Income  Tax  Reform"  and  "Sales  Tax 
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Reform"  released  in  June,  1987  is  to  proceed  in  two  stages, 
both  of  which  have  implications  for  the  provinces.  In  the 
first  stage,  the  emphasis  is  on  personal  and  corporate  tax 
reform.  At  the  corporate  level,  the  base  is  to  be  broadened 
by  eliminating  various  preferential  tax  expenditures,  many  of 
which  involve  changes  in  the  base  (for  example,  elimination 
of  the  depletion  allowance  in  mining,  reductions  in  certain 
accelerated  rates  of  CCA,  the  institution  of  put-in-use  rules 
for  CCA  write-offs,  the  capitalization  of  soft  costs  of 
developing  land,  etc.).  At  the  same  time,  the  rates  are  to 
be  lowered  significantly.  Similarly,  the  personal  tax  base 
is  to  be  broadened  by  eliminating  certain  items  of 
preferential  treatment  of  capital  income.  Tax  deductions  of 
various  sorts  are  to  be  converted  to  exemptions.  The 
personal  rate  structure  is  also  to  be  simplified  by  reducing 
the  number  of  tax  brackets  and  the  level  of  tax  rates  is  to 
be  reduced.  These  changes  in  personal  taxation  and  in 
corporate  taxation  will  affect  the  provinces  since  the  bases 
are  being  changed,  in  some  cases  fairly  significantly. 

The  second  phase  of  the  tax  reform  is  also  relevant  to 
the  provinces  since  it  involves  a  proposal  to  move  the 
federal  sales  tax  from  the  manufacturing  level  to  the  retail 
level,  a  tax  base  which  is  already  occupied  by  all  but  one  of 
the  provinces.  The  exact  form  of  the  tax  is  yet  to  be 
decided,  specifically,  whether  it  will  be  a  single  or 
multiple  stage  tax;  which  items,  if  any,  will  be  exempt;  and 
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whether  there  will  be  any  differential  rates  on  different 
commodities.  The  federal  government  has  also  proposed  the 
possibility  of  uniting  the  federal  and  provincial  sales  taxes 
into  a  single  tax  system,  perhaps  with  a  separate  tax 
collection  agreement  administering  it.  Negotiation  over  the 
entry  of  Ontario  into  the  corporate  tax  TCA  may  well  be  more 
or  less  simultaneous  with  those  over  the  national  sales  tax. 
In  such  an  environment,  many  compromises  may  be  available. 

In  other  words,  one  need  not  think  of  the  existing  TCA  as 
being  written  in  stone. 

C.  The  Tax  Collection  Agreements 

The  TCA  is  administered  under  the  Federal-Provincial 
Fiscal  Arrangements  Act,  renewed  every  five  years.  Provinces 
wishing  to  join  the  TCA  can  do  so  by  signing  an  agreement 
with  the  federal  government,  a  separate  one  for  each 
province.  The  precise  terms  applicable  to  each  province  will 
vary  according  to  the  tax  rate  the  province  wants  to  levy  and 
the  system  of  tax  credits  that  it  implements,  but  the  general 
outlines  are  common  across  participating  provinces.  The  base 
used  by  each  province  must  be  the  same  as  that  chosen  by  the 
federal  government;  this  constitutes  the  major  constraint 
faced  by  provinces  wishing  to  join  the  agreements.  The 
implication  is  that  any  base  changes  introduced  by  the 
federal  government,  however  major,  must  automatically  change 
the  provincial  tax  base  in  an  identical  manner.  Provincial 
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input  into  the  determination  of  base  changes  comes  solely  in 
the  form  of  consultation.  The  amount  of  consultation 
available  to  the  provinces  obviously  varies  according  to  the 
tastes  of  the  federal  government,  although  provincial 
pressure  seems  to  have  had  some  impact.  In  recent  years, 
major  base  changes  have  been  proposed  in  advance  by  the 
federal  government  in  the  form  of  a  discussion  paper  before 
or  accompanying  a  budget.  The  provinces,  as  well  as  any 
other  interested  parties,  can  make  representations  to  the 
federal  government  concerning  proposed  changes.  For  example, 
in  the  current  round  of  tax  reform,  Ontario  (a  non¬ 
participating  province)  made  its  views  known  about  the 
changes  proposed  for  the  treatment  of  so-called  soft 
development  expenses  in  the  determination  of  real  estate 
taxable  income.  This  appears  to  have  had  some  influence 
since  the  federal  government  proposals  were  changed  to  accord 
with  the  views  of  Ontario.  Nonetheless,  the  will  of  the 
federal  government  ultimately  prevails  in  setting  the 
corporate  tax  base  applicable  to  all  participants  to  the  TCA. 

Given  the  federally-determined  tax  base,  provinces  may 
then  choose  their  own  rate  structures  (that  is,  statutory  tax 
rates  plus  tax  credits),  within  limits,  and  the  federal 
government  agrees  to  collect  provincial  taxes  on  their 
behalf.  Provinces  must  come  to  individual  agreements  with 
the  federal  government  over  an  admissible  rate  structure. 

The  determination  of  the  basic  provincial  rate  and  changes 


■ 


35 


therein  can  be  implemented  at  will.  However,  differential 
rate  reductions  and  tax  credits  must  be  agreed  to  by  the 
federal  government.  The  procedure  for  doing  so  is  quite 
informal,  albeit  a  bit  time-consuming.  If  a  province  wishes 
to  institute  a  special  tax  measure,  its  officials  simply 
contact  the  federal  government  and  request  permission.  After 
some  consultation,  the  federal  government  decides  whether  or 
not  to  implement  it  (and  ultimately  to  change  the  agreement 
with  the  province  in  question).  In  taking  its  decision,  the 
federal  government  currently  relies  on  a  set  of  guidelines 
issued  in  1981  by  the  Department  of  Finance.  These 
guidelines  propose  that  provincial  credits  should  satisfy 
certain  conditions,  as  outlined  in  Part  I.  As  discussed 
there,  tax  credits  and  other  special  measures  must  be  easy  to 
administer  by  Revenue  Canada,  must  not  erode  the  uniformity 
of  the  income  tax  systems ,  and  must  not  erect  tax  barriers  on 
the  interprovincial  flow  of  capital.  Provincial  tax  credits 
are  then  administered  by  the  federal  government  for  a  nominal 
fee . 

Each  of  the  participating  provinces  has  taken  advantage 
of  these  guidelines  to  institute  their  own  unique  rate 
structures.  All  the  provinces  and  territories  except  for 
Prince  Edward  Island  have  instituted  a  lower  rate  for 
corporate  income  qualifying  for  the  federal  small  business 
deduction.  The  reductions  range  from  5%  to  7%  from  basic 
provincial  rates  which,  in  turn,  vary  from  10%  in  the  Yukon 
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and  Northwest  territories  to  17%  in  Manitoba  and 
Saskatchewan.  In  addition,  the  federal  government  also 
administers  a  large  number  and  wide  variety  of  tax  credits 
for  the  agreeing  provinces.  These  credits  include  political 
contributions  (in  all  provinces  except  for  Saskatchewan  and 
Newfoundland) ,  small  business  deductions  in  Prince  Edward 
Island  and  New  Brunswick,  and  new  small  business  deductions 
in  Newfoundland,  Nova  Scotia,  and  Saskatchewan.  Tax  credits 
are  given  for  manufacturing  and  processing  income  in 
Saskatchewan  and  the  Yukon  and  for  manufacturing  investment 
in  Manitoba.  Special  measures  for  British  Columbia  include 
those  for  royalties  and  deemed  income,  logging,  venture 
capital,  housing  and  employment  development  bond  income,  and 
small  business  employment,  while  those  for  Saskatchewan 
include  credits  for  royalty  taxes,  venture  capital,  and 
investment  in  livestock  and  livestock  facilities.  Nova  Scotia 
allows  a  research  and  development  tax  credit.  In  short,  the 
federal  government  appears  willing  to  administer  virtually 
any  special  measure  that  falls  within  the  general  guidelines 
discussed  above. 

In  addition  to  the  fact  that  the  TCA  provides  for  the 
federal  government  to  collect  both  federal  and  provincial 
taxes  by  using  a  common  tax  form,  another  important  part  of 
the  TCA  is  the  allocation  formula.  This  formula  determines 
how  the  taxable  income  earned  by  a  firm  operating  in  more 
than  one  jurisdiction  is  allocated  among  jurisdictions  and  is 
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therefore  an  eligible  base  for  taxation  by  that  jurisdiction. 
Consider,  for  example,  a  Canadian  resident  corporation 
operating  permanent  establishments  (PEs)  in  several 
jurisdictions.  Determination  of  the  allocation  of  taxable 
income  to  jurisdictions  is  as  follows.  First,  taxable  income 
is  calculated  according  to  the  federal  corporate  income  tax 
base  as  described  above.  This  calculation  is  done  on  a 
worldwide  basis  over  all  jurisdictions  (including  non¬ 
participating  provinces).  Then,  this  taxable  income  is 
allocated  across  jurisdictions  according  to  proportions  or 
shares  determined  by  the  allocation  formula.  The  share  of 
taxable  income  allocated  to  each  jurisdiction  is  the  average 
of  two  other  shares  -  the  share  of  wage  and  salary  payments 
at  the  PEs  in  the  jurisdiction  and  the  share  of  total 
revenues  or  sales  at  the  PEs  in  the  jurisdiction.  (Special 
allocation  rules  apply  to  certain  industries  such  as 
transportation  and  financial  institutions  because  of  the 
different  nature  of  their  activities.)  For  taxable  income 
allocated  to  any  of  the  provinces  (or  territories),  the 
federal  government  provides  the  10%  abatement  discussed  above 
and  the  particular  tax  rate  is  applied  by  participating 
provinces.  For  taxable  income  not  allocated  domestically,  no 
abatement  is  given.  In  the  case  of  foreign  branch  plants, 
only  income  earned  at  source  in  Canada  is  taxed,  and  all  of 
it  is  allocated  among  provinces  according  to  the  formula. 
Provided  all  provinces,  participating  or  otherwise,  abide  by 
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the  same  allocation  formula,  double  taxation  will  be  avoided 
in  the  sense  that  all  allocated  taxable  income  will  be 
assessed  either  at  one  of  the  provincial  rates  or  will  not 
receive  the  federal  abatement,  but  not  both. 

Some  corporations  will  find  themselves  in  a  loss 
position  in  certain  years;  that  is,  they  will  have  negative 
taxable  income.  The  allocation  formula  treats  negative  and 
positive  taxable  income  symmetrically.  Taxable  income  is 
allocated  to  the  appropriate  jurisdiction  using  the  same 
allocation  formula,  whether  the  income  is  positive  or 
negative.  Tax  liabilities  are  then  calculated  for  the 
jurisdiction  in  question  and  the  loss  offsetting  provisions 
mentioned  above  apply  jurisdiction  by  jurisdiction. 

The  principle  of  self-assessment  applies  to  the 
allocation  of  taxable  income  as  well  as  the  determination  of 
the  taxable  income  in  the  first  place.  That  is,  when  firms 
file  their  tax  returns,  they  also  compute  their  own 
allocations  to  provinces  or  foreign  sources  and,  in  the  case 
of  participating  provinces,  calculate  provincial  taxes 
payable.  Since  tax  rates  differ  across  provinces  and  from 
the  10%  federal  abatement,  firms  would  prefer  to  have  as  much 
of  their  taxable  income  as  possible  allocated  to  lower  tax 
jurisdictions.  This  may  influence  their  behaviour  in  the 
sense  that  it  may  cause  them  to  alter  their  activity  so  as  to 
operate  in  the  lower  tax  jurisdictions.  Indeed,  the 
allocation  formula  is  such  that  there  appears  to  be  some  room 
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for  discretion  in  the  allocation  of  taxable  income.  The 
federal  audit,  however,  checks  these  allocations  -  hence, 
providing  an  incentive  for  firms  to  report  their  allocations 
fairly.  While  there  may  be  no  financial  inducement  for  the 
federal  government  to  police  the  allocations  closely, 
significant  pressure  from  the  TCA  provinces  has  helped  co 
ensure  that  the  allocation  audit  is  treated  carefully  and 
seriously . 

Given  that  many  provincial  tax  rates  exceed  the  10% 
abatement,  tax  planning  would,  if  anything,  favour 
allocations  in  favour  of  the  federal  government.  Allocations 
among  provinces  have  no  financial  consequences  for  federal 
government  revenues.  Furthermore,  there  are  often 
ambiguities  about  the  application  of  the  formula,  such  as 
what  constitutes  a  PE,  which  PE  ought  to  be  assigned  which 
revenues,  etc.  The  formula  itself  may  also  work  to  the 
disadvantage  of  any  one  province,  though  we  are  not  aware  of 
any  studies  which  establish  that  there  are  systematic  biases 
against  any  province(s).  For  example,  it  is  sometimes 
alleged  that  the  allocation  formula  works  against  Alberta  in 
the  oil  and  gas  industry  because  of  the  existence  of  head 
offices  in  other  provinces  with  relatively  large  payrolls, 
and  the  fact  that  much  of  the  oil  and  gas  is  sold  in  other 
provinces.  On  the  other  hand,  since  Alberta  tax  rates  are 
relatively  low,  it  would  be  in  the  interest  of  firms  to 
allocate  as  much  as  possible  to  Alberta. 
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There  are  some  means  of  recourse  available  to  provinces 
which  feel  that  the  allocation  is  working  to  their 
disadvantage  in  particular  instances.  One  such  means  is  the 
ad  hoc  sub-committee  of  federal  and  provincial  officials 
which  meets  periodically  to  discuss  matters  concerning  the 
allocation  formula.  This  sub-committee  is  attended  by 
participating  and  non-participating  provinces  alike,  and 
provides  a  forum  for  resolving  disputes  by  negotiation.  In 
the  end,  the  federal  government  retains  ultimate 
responsibility  for  administering  the  income  tax  and  the 
allocation  of  taxable  income  on  behalf  of  the  participating 
provinces.  Non-participating  provinces  may  have  more 
independence  in  this  regard.  Since  they  administer  their  own 
corporate  taxes,  they  have  their  own  independent  audit 
procedures  for  ensuring  that  the  allocation  formula  is 
applied  fairly  from  their  point  of  view.  It  is  claimed  by 
officials  in  non-participating  provinces  that  significant 
financial  gains  can  be  obtained  from  provincial  audits  which 
lead  to  changes  in  the  allocation  of  taxable  income  of 
audited  firms.  Some  evidence  from  these  provinces  is 
presented  below.  The  general  procedure  followed  when  a  non¬ 
participating  province  detects  what  it  thinks  is  an  incorrect 
allocation  of  income  by  a  firm  in  its  jurisdiction  is  to 
inform  the  other  tax  collecting  jurisdiction  affected  (the 
federal  government  or  another  non-participating  province). 

The  affected  jurisdictions  then  confer  and  attempt  to  come  to 
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an  agreement.  If  they  cannot  agree,  the  matter  is  brought 
before  the  federal-provincial  sub-committee.  If  agreement  is 
still  not  possible,  the  jurisdictions  can,  in  principle, 
enforce  different  (contradictory)  allocations  on  the  firm 
with  the  consequence  that  the  firm  is  being  double  taxed. 

The  firm  then  has  recourse  to  the  courts,  if  so  desired.  In 
practice,  virtually  all  disputes  are  solved  in  the  first 
stage  of  the  negotiation,  whether  the  dispute  involves  the 
federal  government  or  not. 

As  mentioned,  in  the  extreme  case  of  disagreement,  non¬ 
participating  provinces  could  also  go  as  far  as  deciding 
unilaterally  to  use  a  different  allocation  formula  or  to 
enforce  on  the  firms  in  their  jurisdiction  a  different 
allocation  of  taxable  income  than  is  being  used  by  the 
federal  government.  Very  few  disputes  seem  to  have  arisen  in 
which  such  conflicting  allocations  have  been  used  by 
participating  and  non-participating  provinces,  although  there 
has  been  a  recent  incident  in  which  Ontario  has  done  so.  It 
involved  a  dispute  over  a  company  with  PEs  both  in  Ontario 
and  abroad.  Revenues  on  export  sales  were  being  credited  by 
the  company  to  the  PE  abroad,  thereby  paying  the  federal  10% 
rate  rather  than  the  Ontario  one.  Ontario  was  concerned  that 
the  company  was  using  the  PE  abroad  to  change  deliberately 
its  allocation  on  export  sales  from  Ontario  to  the  foreign 
country.  After  failing  to  resolve  the  dispute  satisfactorily 
with  the  federal  government  through  the  ad  hoc  committee, 


42 


Ontario  unilaterally  changed  the  allocation  rules  in  such 
instances.  In  this  instance,  the  federal  government  went  so 
far  as  to  propose  a  change  in  the  allocation  formula  used  to 
allocate  taxable  income  between  domestic  and  foreign  sources. 
It  involved  changing  from  a  destination  base  to  a  source 
base.  However,  the  formula  turned  out  to  have  some 
disadvantages  so  it  was  abandoned  by  the  federal-provincial 
sub-committee.  In  the  end,  no  agreement  could  be  reached 
despite  the  negotiating  efforts  of  the  sub-committee.  The 
result  is  some  double  taxation  since  the  Ontario  formula  in 
such  cases  will  differ  from  that  of  the  federal  government, 
although  presumably  the  response  of  companies  will  be  to 
arrange  to  allocate  taxable  income  to  Ontario  in  such  cases. 

If  the  possibilities  for  double  taxation  became 
widespread,  it  would  constitute  a  serious  breach  in  the 
amount  of  tax  harmonization  that  now  exists.  Since  the 
procedures  for  negotiation  are  rather  informal,  it  is 
difficult  to  predict  whether  other  such  instances  are  likely 
to  occur  more  frequently  in  the  future,  or  if  the  resolution 
of  such  disputes  would  be  more  satisfactory  if  all  provinces 
were  members  of  the  TCA. 

It  should  be  noted  that  participating  provinces  are  not 
entirely  at  the  mercy  of  Revenue  Canada.  They  could,  if  they 
so  wished,  either  institute  or  negotiate  to  institute  their 
own  independent  audit  procedures  separate  from  the  federal 
government  (to  audit,  among  other  things,  the  allocation 
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formula).  Under  the  current  rules,  the  federal  government 
would  remain  the  ultimate  arbitrator  in  determining  the 
allocation  of  taxable  income  among  participating  provinces. 

While  the  non-participating  provinces  claim  to  be  net 
gainers  from  independently  auditing  the  allocation  formula, 
it  is  not  clear  whether  they  gain  proportionately  more  (or 
prevent  other  provinces  from  taking  more)  from  the  other  non¬ 
participating  provinces  or  from  the  participating  ones.  In 
any  case,  it  must  be  noted  that  gains  in  the  allocation  of 
taxable  income  by  one  province  must  necessarily  be  offset  by 
corresponding  losses  in  another.  It  would  be  regrettable 
from  a  national  point  of  view  if  a  province's  decision  to  be 
in  or  out  of  the  TCA  were  determined  on  the  basis  of  the  net 
gains  from  obtaining  a  more  favorable  allocation  outside 
since  no  new  net  revenues  are  involved  in  changes  in  this 
allocation . 

One  other  aspect  of  the  TCA  which  has  potential  revenue 
effects  on  the  provinces  is  the  mechanics  of  transferring  tax 
revenues  raised  on  the  provinces'  behalf  from  the  federal 
government  to  the  provinces.  The  lags  in  payment  can  have 
revenue  consequences  for  the  provinces.  Taxes  are  paid  by 
firms  in  quarterly  instalments  on  the  basis  of  predicted  tax 
liabilities  over  the  entire  tax  year.  The  firm  then 
completes  an  annual  tax  return  at  the  end  of  the  tax  year. 

As  a  rule,  firms  tend  to  have  positive  taxes  owing  at  the  end 
of  the  year  because  of  the  obvious  incentives  to  postpone  tax 
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instalment  payments  whenever  possible.  Of  course,  in 
individual  circumstances,  errors  in  prediction  could  result 
in  overpayment.  Revenues  collected  by  the  federal  government 
are  held  by  them  and  earn  interest. 

At  the  same  time  as  tax  instalment  payments  are  flowing 
into  the  federal  government  from  the  firms,  funds  are  also 
being  turned  over  to  the  provinces  in  approximately  equal 
instalment  payments  four  times  a  year,  commencing  in  March  of 
a  taxation  year  and  ending  in  February  of  the  following  year. 
These  instalment  payments  are  calculated  in  the  following 
manner.  The  Fiscal  Policy  Division  of  the  federal  Department 
of  Finance  estimates  the  aggregate  tax  base  (i.e.  total 
corporate  taxable  income)  for  the  taxation  year  by  March  1st. 
This  estimate  is  adjusted  twice  using  quarterly  data  (on 
August  1st  and  November  30th)  and  whenever  federal  budget 
measures  significantly  affect  the  base.  The  distribution  of 
this  base  among  the  provinces  is  estimated  based  on  some 
prior  year's  actual  assessments  for  which  final  or  reliable 
preliminary  data  are  available.  Although  this  lagged  method 
of  estimating  allocations  is  clearly  imperfect,  no  other 
method  has  been  agreed  upon  as  being  superior.  The  estimates 
are  based  on  assessments  rather  than  collections  since 
assessments  take  into  account  provincial  special  measures 
which  may  not  be  reflected  in  the  periodic  payments  made  by 
firms,  or  any  changes  made  during  the  taxation  year.  It  is 
also  difficult  to  ascertain  how  a  given  payment  from  a  firm 
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is  to  be  allocated.  There  is,  of  course,  a  final  adjustment 
reconciling  the  instalment  payments  made  to  the  provinces 
with  actual  assessments.  This  takes  place  by  March  31st,  13 
months  after  the  final  instalment  payment.  There  have  been 
occasions  when  this  lag  has  not  provided  sufficient  time  for 
Revenue  Canada  to  finish  the  assessments.  In  these  cases 
additional  payments  were  made  which  complicated  this  final 
adjustment  procedure. 

Provinces  have  expressed  concern  over  the  loss  to  them 
of  forgone  interest  due  to  this  lag  and  the  imperfect 
estimation  methods  according  to  which  taxable  income  is 
estimated  and  allocated  among  provinces,  but  federal 
officials  feel  that  the  present  system  provides  reasonably 
good  estimates  with  no  systematic  biases  while  remaining 
relatively  simple.  In  addition,  provinces  gain  due  to  the 
fact  that  since  the  reconciliation  is  based  on  assessments 
rather  than  actual  collections,  the  federal  government  must 
absorb  all  bad  debts.  Provincial  estimates  of  the  loss  in 
forgone  interest  due  to  payments  lags,  vary  considerably. 

For  example,  the  Ministry  of  Revenue  in  Ontario  estimated 
that  it  would  be  as  high  as  $50  million  per  year,  on  average, 
if  they  were  to  join  the  TCA.  On  the  other  hand,  Alberta 
officials  thought  it  might  only  be  $1  million  per  year  for 
their  province.  One  difficulty  with  such  estimates  arises 
from  the  fact  that  the  lag  in  payments  can  vary  significantly 


over  time. 


Since  federal  instalment  payments  to  provinces 
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are  based  on  the  trend  of  past  tax  liabilities,  there  will 
tend  to  be  underpayments  of  instalments  for  a  province  which 
is  temporarily  growing  at  a  higher  than  average  rate  (for 
example,  Alberta  in  the  1970s)  and  lower  than  average  for 
those  growing  slower  than  average. 

D.  The  Non-Participating  Provinces 

Besides  Ontario,  two  other  provinces  do  not  participate 
in  the  TCA,  Alberta  and  Quebec.  Like  Ontario,  Quebec  has 
never  been  a  member.  However,  Alberta  belonged  until  1981, 
when  it  withdrew  and  set  up  its  own  tax  collection  machinery. 
The  experience  in  these  other  provinces  may  be  useful  in 
evaluating  the  case  for  and  against  Ontario's  participation. 
We  begin  by  summarizing  the  experience  in  these  other 
provinces,  especially  the  manner  in  which  their  tax  systems 
differ  from  that  of  the  federal  government  and  participating 
provinces,  but  also  the  way  in  which  their  tax  administration 
has  contributed  to  the  revenue  raising  ability  of  the 
provincial  corporate  tax. 

i)  The  Alberta  Corporate  Tax  System 

The  Alberta  corporate  tax  is  operated  through  two 
divisions  in  the  Alberta  Treasury,  the  Tax  Policy  division 
and  the  Corporate  Tax  Administration.  The  former  is 
responsible  for  advising  the  government  on  policy  aspects  of 
the  corporate  tax,  while  the  latter  is  responsible  for  the 
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administration  of  the  corporate  tax  including  its  collection. 
When  the  decision  was  taken  to  withdraw  from  the  corporate 
tax  component  of  the  TCA,  there  were  to  be  two  phases  in  the 
move  to  the  new  system.  The  first  phase  was  simply  to  set  up 
the  machinery  to  enable  Alberta  to  administer  its  own  system. 
This  phase  was  the  responsibility  of  the  Corporate  Tax 
Administration . 

The  second  phase  was  to  involve  the  use  of  the  corporate 
tax  for  policy  purposes  so  that  Alberta  could  achieve  its  own 
objectives.  In  a  sense,  this  stage  was  to  be  the 
responsibility  of  the  Tax  Policy  branch.  As  will  become 
clear  below,  this  second  stage  has  yet  to  be  acted  upon, 
partly  because  of  a  shortage  of  tax  revenues  with  which  to 
pursue  tax  policy  objectives,  and  partly  because  of  perceived 
disadvantages  of  diverging  from  the  federal  corporate  tax 
system.  In  discussing  the  Alberta  system,  it  is  useful  to 
treat  separately  the  economic  policy  side  of  the  system  from 
the  self  administration  side. 

a)  Economic  Policy 

The  economic  policy  side  can  be  dealt  with  fairly 
quickly.  At  the  time  that  Alberta  decided  to  withdraw  from 
the  TCA,  it  was  announced  in  a  position  paper  (Alberta,  1975) 
that  one  reason  for  so  doing  was  to  enable  the  province  to 
use  the  corporate  tax  for  provincial  policy  purposes. 

However,  to  date,  no  tax  policy  changes  have  been  undertaken. 
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The  tax  base  used  in  Alberta  is  identical  to  that  used  by  the 
participating  provinces,  despite  the  many  changes  that  have 
been  introduced  by  the  federal  government  in  its  base. 
Officials  suggested  that  there  would  have  to  be  a  major 
disagreement  with  the  federal  government  over  the  latter's 
base  before  Alberta  would  choose  to  differ.  Furthermore,  it 
appears  as  if  Alberta  intends  to  follow  all  changes  in  the 
federal  corporate  tax  base  announced  in  the  1987  set  of  tax 
reform  measures,  many  of  which  are  major  base-broadening 
measures.  The  reason  for  avoiding  differences  in  the  tax 
base  with  the  federal  government  is  to  avoid  the  higher 
compliance  costs  that  would  be  imposed  upon  firms  operating 
in  Alberta.  The  case  for  maintaining  a  uniform  base  in  the 
non-participating  provinces  seems  to  be  quite  strong  since, 
as  discussed  below,  Quebec  has  chosen  to  do  the  same  thing. 

In  addition,  no  "below  the  line"  changes  in  the  rate 
structure  have  been  introduced  that  would  not  have  been 
administered  readily  by  the  federal  government.  Of  course, 
since  most  such  measures  involve  tax  expenditures,  it  may 
simply  have  been  for  revenue  reasons  that  no  such  measures 
were  taken. 

That  is  not  to  say  that  the  decision  to  administer  its 
own  tax  system  has  had  no  effect  on  tax  policy.  Alberta 
officials  suggested  that  the  mere  existence  of  non¬ 
participating  provinces  imposes  policy  constraints  upon  the 
federal  government  in  the  sense  that  the  latter  knows  that 
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any  change  it  makes  in  its  tax  structure  which  adversely 
affects  some  industrial  activity  in  a  non-participating 
province  could  induce  the  province  to  take  measures  that  undo 
the  effect  of  the  federal  policy.  At  the  same  time,  the 
benefits  of  influence  can  be  exaggerated.  For  one  thing, 
Alberta  has  had  to  develop  specific  tax  policy  expertise  in 
the  corporate  tax  area  which  is  not  without  cost.  In 
addition,  measures  to  counter  federal  policy  changes  can  also 
be  taken  by  provinces  within  the  agreements  through  tax 
changes  that  do  not  affect  the  base.  The  officials  suggested 
that  this  could  almost  always  be  done.  For  example,  when  the 
federal  government  disallowed  the  deductibility  of  provincial 
royalties  and  mining  taxes  from  the  corporate  tax  base, 
Alberta  was  able  to  undo  the  effects  of  this  partly  by  the 
introduction  of  a  royalty  tax  credit  system.  Finally,  it  is 
not  obvious  that  outside  provinces  necessarily  have  more 
influence  over  tax  policy  than  inside  provinces.  After  all, 
the  inside  provinces  can  threaten  to  leave  the  TCA  if  they  do 
not  like  measures  undertaken  by  the  federal  government. 

Another  possible  policy  advantage  of  self-administration 
is  the  ability  to  enact  changes  quickly  without  the  lag 
involved  in  seeking  prior  approval  from  the  federal 
government.  However,  according  to  Alberta  officials  this  did 
not  prove  to  be  a  big  problem  in  the  case  of  the  corporate 
tax  changes,  though  it  did  for  personal  tax  changes. 

In  summary,  the  use  of  the  corporate  tax  for  provincial 
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policy  purposes  does  not  seem  to  have  occurred  in  Alberta. 

The  extent  to  which  it  might  be  so  used  in  the  future  is  a 
matter  for  conjecture.  The  option  is  always  there.  At  the 
same  time,  there  is  every  reason  to  believe  that  a  similar 
amount  of  flexibility  could  be  achieved  within  the  TCA.  In 
addition,  their  perception  is  that  the  federal  government 
seems  quite  willing  to  cooperate  with  the  provinces  in 
allowing  the  latter  to  pursue  below  the  line  changes  in  the 
provincial  corporate  tax  system  within  the  TCA.  Finally, 
this  was  an  option  that  was  not  really  fully  exploited  as  an 
alternative  when  Alberta  decided  to  withdraw  from  the 
agreements . 

b)  Administration 

The  other  main  area  where  perceived  net  benefits  can 
occur  is  from  the  self-administration  process  itself.  Here, 
it  is  claimed  that  there  are  significant  revenue  and 
compliance  advantages  to  be  had  from  operating  a  provincial 
tax  collection  system,  despite  the  administrative  costs 
involved  and  the  higher  compliance  costs  to  the  private 
sector,  at  least  compared  with  the  existing  TCA  provinces. 
Furthermore,  as  long  as  the  Alberta  system  closely  matches 
the  federal  system,  as  it  does  now,  the  compliance  costs 
imposed  on  the  private  sector  are  minimal  and  the  primary 
advantage  of  self-administration  comes  from  the  effectiveness 
of  the  audit  process  in  generating  additional  revenues.  It 
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is,  therefore,  worth  looking  at  the  source  of  these 
additional  revenues  carefully. 

The  additional  revenues  generated  from  self¬ 
administration  must  be  set  against  the  costs  of  operating  the 
provincial  system.  In  the  case  of  Alberta,  the  cost  of 
collecting  the  provincial  corporate  tax  was  stated  to  be 
$11.7  million. 

Most  revenue  benefits  come,  directly  or  indirectly,  from 
the  provincial  audit  process.  In  addition  to  the  extra  audit 
coverage  from  having  provincial  auditors  in  the  field, 

Alberta  officials  claim  that  provincial  auditors  can  focus  in 
on  items  of  a  provincial  nature,  which  they  claim  are 
relatively  neglected  by  the  federal  auditors  who  are 
preoccupied  with  matters  of  federal  concern  (for  example,  the 
base  itself).  Furthermore,  they  claim  that  provincial 
auditors  operating  alongside  federal  auditors  (creating  a 
competitive  environment)  serves  to  improve  the  vigilance  of 
the  federal  audit.  While  Federal  officials  deny  this, 
provincial  officials  claim  that  these  indirect  effects 
improve  the  audit  process  in  general  and  increase  the  level 
of  compliance  which  is  to  the  advantage  of  both  governments. 

It  should  be  noted,  moreover,  that  the  incidence  of  Alberta 
audits  is  lower  than  that  of  the  federal  government.  Only 
0.5  percent  of  corporate  tax  returns  are  audited.  However, 
the  Alberta  officials  claimed  that  the  revenue  payoff  is 
proportionately  higher  because  of  the  kind  of  items  on  which 


they  concentrate. 

The  sources  of  additional  tax  revenues  obtained  from 

independent  provincial  audits  include  the  following  items 

1.  Amounts  received  through  audits  of  the  Alberta 
Royalty  Tax  Credit  { RTC ) .  Alberta  officials  claim 
that  the  potential  for  manipulation  of  the  RTC  is 
immense  due  to  the  fact  that  the  credits  are  given 
in  advance  on  the  basis  of  estimated  royalty 
payments,  and  are  only  subject  to  reconciliation 
afterwards.  One  in  twelve  RTC  claims  are  audited 
and,  of  these,  80%  yield  additional  revenue  for  the 
province.  It  is  claimed  that  items  such  as  this, 
which  are  of  concern  only  to  the  provinces,  do  not 
get  careful  scrutiny  by  federal  auditors  under  the 
existing  system.  For  instance,  it  was  estimated 
that  auditing  this  item  alone  generated  about  $10 
million  for  the  province  last  year. 

2.  Field  audits  were  said  to  yield  about  $22  million 
in  additional  revenue  for  the  province  last  year 
and  an  additional  $3.5  million  in  future 
(downstream)  tax  revenues.  The  sources  of  tax 
liabilities  recovered  through  field  audits  are 
many,  and  include,  in  addition  to  RTC  recoveries, 
excess  deductions  claimed  for  manufacturing  and 
processing  (in  such  industries  as  restaurants, 
pharmacies,  and  automobile  sales),  the  small 


. 


business  deduction,  and  other  items  resulting  from 
increased  coverage.  For  example,  review  of 
manufacturing  and  processing  claims  resulted  in  $1 
million  additional  tax  revenue.  Again,  the  Alberta 
officials  suggested  that  provincial  audits  were 
more  effective  in  this  area,  partly  because  they 
concentrated  on  items  of  provincial  interest,  while 
the  federal  government  looked  more  at  the 
calculation  of  taxable  income.  It  was  suggested, 
for  example,  that  federal  auditors  have  been 
particularly  preoccupied  with  abuses  of  the 
Scientific  Research  Tax  Credit  program  in  recent 
months . 

Another  $4  million  was  recovered  from  challenging 
changes  in  the  interprovincial  allocation  of  income 
from  other  provinces,  primarily  Ontario.  Officials 
claimed  that  attempts  by  Ontario  to  change  the 
allocation  as  filed  by  firms  resulted  in  only 
$200,000  being  lost  to  Ontario.  They  suggested 
that,  had  Alberta  remained  in  the  TCA  they  would 
have  lost  the  other  $4  million.  The  ability  to 
challenge  these  reallocations  independent  of  the 
federal  government  generates,  therefore, 
considerable  revenue.  The  implication  is  that  the 
federal  government  does  not  scrutinize 
reallocations  as  carefully  as  it  might  on  behalf  of 
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participating  provinces.  As  was  suggested  earlier, 
though,  federal  officials  refute  this  claim. 

4.  Another  major  source  of  additional  revenue  is  said 
to  come  from  detecting  firms  that  either  file  late 
or  do  not  file  at  all.  Alberta  Corporate  Tax 
officials  claimed  that  this  generated  about  $11 
million  in  additional  revenue  last  year. 

More  generally,  the  Alberta  officials  suggested 
that  the  additional  independent  activities  of  provincial 
auditors  had  some  benefit  on  the  nature  of  audits  done  by  the 
federal  auditors  and  had  induced  them,  by  creating  more 
competition,  to  be  somewhat  more  careful  and  attentive  to 
some  of  the  issues  they  had  neglected  in  the  past,  such  as 
the  manufacturing  and  processing  deduction  and  the  problem  of 
late  filers.  Thus,  both  sides,  it  is  claimed,  benefit  from 
the  Alberta  presence.  This  benefit  is  further  felt  through 
the  agreement  that  now  exists  between  the  federal  government 
and  the  non-participating  provinces  to  exchange  information 
on  tax  returns  filed  and  on  audits.  At  the  same  time,  the 
auditing  done  by  the  province  is  bound  to  have  some  financial 
benefits  over  and  above  the  federal  audit  since  the 
provincial  audit  concentrates  on  programs  of  a  purely 
provincial  nature.  The  officials  feel  that  under  the 
existing  arrangements,  such  independent  auditing  will  not  be 
as  effective  if  the  province  turned  over  its  tax  collection 
machinery  to  the  federal  government. 
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From  a  tax  administration  perspective,  there  may  be  some 
other  potential  benefits  under  a  separate  provincial  tax 
collection  system.  Since  the  federal  government  no  longer 
collects  taxes  on  behalf  of  the  province,  there  is  no  lag  in 
payment  of  funds  to  the  province  from  the  federal  government. 
In  Alberta,  the  officials  estimate  that  the  forgone  interest 
from  delayed  payments  might  amount  to  as  much  as  $1  million 
in  a  year.  This  will  vary  from  year  to  year,  and  is  liable 
to  be  particularly  high  in  years  in  which  a  province's 
taxable  income  base  is  rising  rapidly.  Thus,  Alberta  feels 
that  it  suffered  from  such  delays  in  the  years  in  which  oil 
revenues  were  growing  rapidly.  In  addition,  Alberta 
officials  claim  that  there  are  advantages  from  a  tax 
administration  which  is  closer  to  the  taxpayer.  They  suggest 
that  Alberta  has  been  more  helpful  and  responsive  in 
providing  information  to  the  taxpayer  on  administrative  and 
interpretive  matters. 

At  the  same  time,  there  are  drawbacks  to  Alberta  relying 
on  their  own  auditors  to  scrutinize  the  taxpayers.  Officials 
acknowledge  that  auditors  have  some  difficulty  becoming  fully 
informed  about  taxable  income  generated  by  operations  outside 
their  own  province.  Consequently,  federal  auditors  have  an 
informational  advantage  in  auditing  taxable  income. 

In  summary,  there  may  be  definite  revenue  and  compliance 
advantages  to  Alberta  from  operating  its  own  system  as 
compared  with  staying  in  the  TCA  under  the  current  operating 
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procedures  (of  the  latter).  It  remains  an  open  question, 
though,  as  to  whether  the  gains  could  have  been  equally 
available  within  the  system  had  Alberta  tried  to  negotiate 
changes  in  the  TCA  instead  of  opting  out.  For  example,  if 
Alberta  had  instituted  its  own  audit  procedures  or  arranged 
with  the  federal  government  to  improve  those  of  Revenue 
Canada,  it  may  have  generated  the  same  additional  revenue. 
Alberta  can,  of  course,  always  audit  the  RTC  whether  in  or 
out  of  the  TCA.  Some  officials  think  this  is  not  possible; 
others  think  it  is. 

ii)  Quebec 

The  provincial  corporate  income  tax  in  Quebec,  as  in 
Alberta,  is  quite  similar  to  the  federal  tax;  in  fact,  when 
compared  with  Ontario,  it  corresponds  more  closely  to  the 
federal  system.  Their  are,  however,  some  small  differences 
that  should  be  recorded.  These  will  be  discussed  under 
differences  attributed  to  the  tax  base  and  differences  in  the 
rate  structure. 

a)  Tax  Base 

Although  the  differences  in  the  tax  base  between  the 
federal  and  Quebec  systems  are  not  great,  they  should  be 
noted.  First,  the  amount  that  corporations  can  deduct  for 
Deferred  Profit  Sharing  Plans  is  slightly  higher  in  Quebec. 
Under  the  federal  CIT,  the  maximum  deduction  is  the  lesser 
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of:  1)  the  amount  contributed  by  the  employer  on  behalf  of 
the  employee;  2)  $3500  per  employee  less  all  Registered 
Pension  Plan  contributions;  and  3)  20  percent  of  salary. 
Quebec's  allowable  deduction  is  the  same  except  for  point  2 
where  the  ceiling  is  $5500  less  RPP  contributions. 

Second,  there  are  two  minor  differences  with  respect  to 
the  capital  cost  allowances.  In  Quebec,  the  CCA  deduction 
for  automobiles  is  slightly  less  that  the  federal  deduction. 
As  well,  the  CCA  deduction  for  films  made  in  Quebec  is  more 
generous  than  the  federal  allowance. 

Third,  capital  loss  deductions  allowed  against  other 
sources  of  income  are  limited  to  $1000  in  Quebec  rather  than 
$2000  under  the  federal  Act;  however,  the  carryforward  and 
backward  provisions  are  the  same  in  both  jurisdictions. 

Fourth,  only  Quebec  allows  for  a  reasonable  deduction  of 
the  cost  of  operating  an  international  financial  centre  in 

0 

Montreal . 

Given  the  minor  nature  of  these  differences,  for  all 
intents  and  purposes,  the  Quebec  base  is  the  same  as  the 
federal  one. 

b)  Rate  structure 

The  corporate  rate  structure  in  Quebec  is  very  similar 
to  that  of  the  federal  government.  In  Quebec,  for  example, 
the  basic  corporate  rate  is  13  percent  with  a  lower  rate  for 
eligible  small  businesses.  The  definition  of  a  small 
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business  eligible  for  the  lower  rate  differs  only  marginally 
from  the  federal  definition.  Quebec  also  exempts  new  small 
corporations  from  the  provincial  corporate  tax  for  its  first 
three  taxation  years.  This  rate  structure  corresponds  with 
that  in  many  of  the  participating  provinces. 

As  distinct  from  the  federal  system,  Quebec  does  not 
allow  an  investment  tax  credit  except  for  research  and 
development  expenditures.  The  province  does,  however,  follow 
the  federal  Act  in  reducing  the  base  for  the  CCA  by  the 
amount  of  the  federal  investment  tax  credit. 

iii)  The  Ontario  Corporation  Income  Tax  System 

In  Ontario,  the  corporate  income  tax  is  collected  (by  the 
Ontario  Ministry  of  Revenue)  at  the  same  time  as  the  capital 
and  premium  taxes.  It  is  administered  under  the  authority  of 
the  Ontario  Corporations  Tax  Act  which  uses  as  its  basis  the 
federal  Income  Tax  Act.  In  1977,  the  Ontario  Corporations 
Tax  Act  was  rewritten  so  that  it  would  have  provisions  (and 
amendments)  equivalent  to  the  federal  Income  Tax  Act  except 
where  otherwise  noted.  Thus,  federal  changes  in  the 
corporate  tax  base  automatically  become  Ontario  law  unless 
the  Ontario  legislature  passes  amendments  to  the  contrary. 

While  it  can  be  stated,  generally,  that  the  Ontario  Act 
is  similar  to  the  federal  Act,  there  are  some  specific 
differences  between  the  existing  corporate  tax  in  Ontario  and 
what  would  be  permissible  under  the  TCA  if  Ontario  were  a 
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member.  This  section  will,  initially,  outline  the 
differences  between  the  Ontario  tax  base  and  that  of  the 
federal  government  and  the  participating  provinces. 

Following  this,  the  rate  structure  will  be  discussed 
emphasizing  the  provisions  of  the  existing  system  that  would 
be  compatible  with  membership  in  the  TCA.  Third, 
consideration  of  the  alleged  revenue  consequences  of  self¬ 
administration  will  be  pursued.  Finally,  a  brief  discussion 
of  the  use  of  the  provincial  corporate  tax  for  economic 
policy  purposes  will  be  provided. 

a)  Tax  Base 

Unlike  the  Alberta  case,  the  tax  base  used  in  Ontario 
diverges  from  the  federal  base  in  a  few  specific  respects. 
This  implies  that  some  corporations,  though  not  all,  will 
calculate  different  taxable  incomes  for  federal  and 
provincial  purposes.  One  difference  concerns  the  CCA 
deduction.  The  classes  and  rates  for  CCA  are  identical  to 
the  federal  ones,  but  the  annual  amounts  may  differ  for 
Ontario  purposes.  This  is  due  to  the  fact  that  when  the 
federal  government  adopted  the  half-year  convention  (allowing 
only  one  half  of  the  normal  CCA  in  the  first  year  of  a  new 
investment)  in  the  1981  budget,  Ontario  did  not  follow  suit. 
Although  the  Ontario  government  did  subsequently  adopt  the 
half-year  convention  in  1985,  depreciable  assets  purchased 
during  the  time  when  the  rules  diverged  will  have  different 
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CCA  profiles  for  federal  and  provincial  purposes  as  long  as 
the  assets  remain  in  service.  Since  CCA's  are  calculated  as 
a  percentage  of  the  declining  balance,  this  results  in  a 
smaller  base  and  lower  tax  revenues  for  the  province  as 
compared  with  the  federal  government.  In  principle,  this 
difference  can  affect  firms  of  all  types. 

Another  base  difference  stems  from  the  provincial 
treatment  of  managerial  fees,  rents,  royalties,  etc.  paid  to 
non-residents.  The  province  allows  only  part  of  these 
amounts  to  be  deducted  for  income  tax  purposes  while  the 
federal  rules  allow  the  full  amount  to  be  deducted.  This 
partial  disallowance  yields  tax  revenues  of  some  $40  million 
per  year  according  to  Ontario  Ministry  of  Revenue  estimates 
and  affects  only  those  firms  involved  in  such  transactions. 

In  1985,  the  provincial  government  ended  the  3% 
inventory  allowance  but  this  difference  has  since  disappeared 
as  the  federal  government  followed  suit  in  the  1986  budget. 
There  are  also  several  differences  pertaining  to  the  taxable 
income  of  mining  corporations.  For  example,  Ontario  has  an 
automatic  depletion  allowance  of  33-1/3%  of  mining  profits, 
while  the  federal  equivalent  must  be  earned.  Furthermore, 
the  province  allows  for  fast  write  offs  (100%)  for  both 
exploration  and  development  expenses  while  the  federal  rate 
is  30%  for  the  latter.  Both  measures  clearly  result  in  lower 
tax  revenues  for  the  province  than  exists  under  the  federal 
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Ontario  also  treats  political  contributions  in  a 
different  way.  These  are  allowed  as  deductions  from  taxable 
income  although  a  credit,  similar  to  those  administered  by 
the  federal  government  for  the  agreeing  provinces,  could 
presumably  achieve  the  same  net  result. 

There  are  also  a  number  of  specific  measures  that  apply 
to  individual  sectors  (for  example,  banking,  steel)  that 
result  in  minor  differences  between  the  provincial  and 
federal  tax  bases. 

The  implication  of  having  two  separate  bases  is  that 
firms  must  maintain  two  sets  of  records  for  tax  purposes,  one 
for  each  level  of  government.  Note,  that  even  though  the 
different  base  applies  only  to  income  taxable  in  Ontario,  the 
firm  must  calculate  its  taxable  income  using  the  Ontario  base 
across  all  jurisdictions  in  which  it  is  liable  for  Canadian 
tax.  This  is  so  because  the  allocation  formula  which  is  used 
to  determine  Ontario  taxable  income  must  be  applied  to  the 
Ontario  version  of  the  tax  base  as  computed  across  all 
jurisdictions.  Naturally,  none  of  the  base  differences  would 
be  admissible  if  Ontario  were  to  join  the  TCA.  On  the  other 
hand,  many  of  the  same  measures  could  implicitly  be  affected 
by  below-the-line  measures  such  as  tax  credits.  The  federal 
government  will  administer  credits  that  are  non- 
discriminatory  and  relatively  easy  to  administer.  Hence,  if 
the  province  is  prepared  to  issue  vouchers  to  firms  eligible 
for  credits  and  to  be  responsible  for  their  enforcement,  the 
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federal  government  will  administer  them.  The  tax  savings 
accruing  on  most  sorts  of  tax  base  deductions  could  be 
accomplished,  in  an  equivalent  manner,  through  a  scheme  of 
tax  credits.  Of  course,  this  might  not  be  so  easy  in  the 
case  in  which  the  special  Ontario  measure  involved  an 
additional  tax  liability  on  the  firm  rather  than  a  tax  saving 
or  expenditure.  The  divergence  from  the  half-year  convention 
might  be  a  case  in  point. 

b)  Tax  Rate  Structure 

The  Ontario  rate  structure  is  generally  similar  to  that 
used  by  the  federal  government.  There  is  a  general  rate  on 
all  corporations  with  deductions  for  small  business 
corporations  and  for  manufacturing  and  processing 
corporations.  The  amount  of  tax  payable  is  then  reduced  by 
several  tax  credits. 

In  Ontario,  the  general  rate  is  15.5%  of  taxable  income 
for  Ontario  purposes  and  the  small  business  deduction  reduces 
this  rate  for  eligible  Canadian-controlled  private 
corporations  to  10%.  Ontario  also  allows  a  three-year  tax 
holiday  for  new  small  business.  However,  both  measures 
apply  to  more  corporations  for  Ontario  purposes  than  do 
federal  or  agreeing  province  equivalents,  since  the  federal 
government  does  not  allow  these  reductions  for  corporations 
whose  main  business  is  in  consulting  and  related  areas. 

These  corporations  are  eligible  for  the  Ontario  provincial 
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reductions . 

The  provincial  manufacturing  and  processing  profits 
credit  (M&P)  reduces  the  rate  on  this  income  by  one 
percentage  point,  but  it  differs  from  the  federal  reduction 
in  that  it  also  covers  income  from  mining,  farming,  logging, 
and  fishing  activities.  If  Ontario  were  to  join  the  TCA, 
these  sectors  would  have  to  be  dealt  with  through  separate 
credits  or  reductions  similar  to  those  administered  by  the 
federal  government  for  several  of  the  agreeing  provinces. 
Currently,  Ontario  also  administers  credits  for  investment  in 
small  business  development  corporations  and  expenditures 
under  the  Ontario  mineral  exploration  program  (OMEP)„ 

One  can  only  speculate  as  to  which  of  these  measures 
would  be  acceptable  to  Revenue  Canada  were  Ontario  a 
participating  province.  It  is  certainly  the  case  that  the 
federal  government  will  administer  small  business  and  M&P 
deductions  and  small  business  tax  holidays.  What  is  not  so 
clear  is  whether  they  would  administer  such  deductions  if  the 
Ontario  definition  of  eligible  small  businesses  and 
manufacturing  and  processing  were  to  differ  from  that  of  the 
federal  government.  The  federal  government  is  quite 
reluctant  to  administer  them  under  the  existing  agreements. 
However,  such  measures  could  presumably  be  turned  into 
credits  which  would  be  allowed.  In  this  case,  Ontario  would 
be  responsible  for  verifying  them  by,  say,  issuing  a  voucher 
to  eligible  firms.  The  firms,  in  turn,  would  submit  these 


vouchers  along  with  their  federal  tax  forms.  This  is  the 
procedure  currently  used  for  several  tax  credits.  The 
province,  then,  assumes  responsibility  for  ensuring 
compliance.  The  same  procedures  apply  to  the  political  tax 
deduction  and  to  any  other  credit  that  is  non-discriminatory 
in  other  provinces  (such  as  the  credit  for  small  business 
development  corporation  investments  and  those  for  mineral 
exploration  expenditures,  although  the  latter  could 
presumably  be  administered  through  the  Ontario  Mining  tax) . 
Thus,  it  seems  that  a  wide  range  of  policy  measures  would  be 
compatible  with  the  TCA. 

c)  Self-Administration 

Besides  allowing  for  differences  in  tax  policy,  self¬ 
administration  allows  for  a  separate  collection  machinery. 

As  in  Alberta,  Ontario  officials  claim  that  there  are 
advantages  on  both  the  revenue  and  compliance  side  of  having 
a  separate  provincial  tax  collection  system.  Indeed,  the 
arguments  are  remarkably  similar  to  those  outlined  above. 

The  costs  of  collecting  the  Ontario  corporate  income  tax  are 
estimated  by  Ontario  to  be  in  the  order  of  $14  million  per 
year.  This  is  the  savings  in  costs  that  are  estimated  to 
occur  if  Ontario  no  longer  collected  its  own  tax.  (This 
estimate  compares  with  about  $12  million  claimed  by  Alberta) . 

Several  benefits  are  said  to  flow  from  this  collection 
machinery.  The  most  important  are  the  gains  in  revenue  from 
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&  the  audit  process  and  interprovincial  taxable  income 
reallocations.  According  to  Ministry  of  Revenue  studies, 
this  is  estimated  to  have  been  about  $70  million  in  1986-7. 

Of  this  total,  $9  million  came  from  changes  in  inter¬ 
provincial  allocations  and  a  further  $61  million  was  due  to 
other  items.  These  figures  are  of  comparable  magnitude  to 
those  reported  for  the  previous  two  years.  (Officials  have 
suggested  to  us  that  these  numbers  are  underestimates  of  what 
may  be  expected  in  the  future  because  of  improvements  in 
auditing  procedures  and  equipment;  they  have  suggested  a 
revenue  gain  of  $117  million  may  be  more  appropriate.)  A 
more  disaggregated  breakdown  of  the  sources  of  these  gains 
was  not  available.  However,  since  Ontario  audits  concentrate 
on  areas  where  the  Ontario  tax  varies  from  the  federal  one, 
presumably  most  of  the  recovery  is  in  these  areas.  It  is  an 
open  question  as  to  whether  or  not  some  of  these  revenue 
gains  might  not  be  obtained  by  the  verification  checks  that 
would  be  involved  if  such  differences  took  the  form  of 
credits  administered  under  the  TCA. 

It  must  be  noted,  furthermore,  that  the  federal  and 
provincial  audits  are  not  conducted  in  isolation  from  one 
another.  Each  non-participating  government  agrees  with  each 
other  government  and  with  the  federal  government  to  exchange 
all  information  gathered  on  an  audit.  As  a  matter  of 
principle,  the  Ontario  government  auditors  attempt  to  avoid 
auditing  the  same  firms  as  the  federal  auditors.  This 
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reduces  the  costs  imposed  by  the  audit  procedure  on  the 
private  sector,  and  it  presumably  increases  the  coverage  of 
the  audit.  Even  though  Ontario  is  a  non-participating 
province,  it  benefits  from  the  federal  audit  since 
reassessments  of  the  base  by  the  federal  government  generates 
changes  in  provincial  tax  revenues.  Other  information 
gathered  from  the  federal  audit  is  also  of  benefit  to  the 
provinces.  Unfortunately,  an  estimate  of  the  sums  of  money 
that  are  involved  for  Ontario  as  an  external  benefit  of  the 
federal  audit  was  not  available,  although  provincial 
officials  have  suggested  that  it  is  considerable  given  the 
larger  frequency  of  audit  of  the  federal  government. 

Treasury  officials  in  Ontario  also  maintain  that  a 
separate  CIT  system  generates  a  further  large  gain  through 
the  avoidance  of  losses  in  delayed  payments  from  the  federal 
to  the  provincial  government.  These  losses  would  exist,  it  is 
claimed,  if  Ontario  were  to  join  the  TCA.  Revenue  officials 
suggest  that  the  loss  is  in  the  order  of  $50  million,  all  in 
the  form  of  forgone  interest.  This  is  a  very  large  number, 
proportionately  much  larger  than  claimed  by  Alberta. 
Unfortunately,  it  was  not  possible  to  substantiate  this 
number  in  discussions  with  federal  officials. 

As  well,  there  are  other  revenue  losses  reported  by  the 
provincial  officials  and  attributed  to  forgone  revenues  in 
the  event  of  joining  the  TCA.  However,  most  of  them  consist 
of  discretionary  tax  expenditures  that  can  not  be  attributed 
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to  the  tax  collection  process  itself,  but  instead  are  the 
result  of  policy  decisions  of  the  provincial  government.  For 
example,  it  was  suggested  that  $40  million  would  be  lost  from 
the  inability  to  tax  management  fees,  royalties  and  rentals 
earned  by  non-residents,  that  are  deductible  from  the  federal 
tax  base.  In  our  view,  however,  it  is  not  appropriate  to 
consider  these  as  revenue  losses  attributable  to  a  loss  of 
self -administration . 

Thus,  in  terms  of  the  revenue-generating  effectiveness 
of  the  collection  procedure  itself,  the  audit  gain  of  about 
$70  million  along  with  whatever  late  payment  losses  one 
attributes  to  the  federal  TCA  procedures  must  be  set  beside 
the  cost  of  self-administration  of  $14  million  as  stated  by 
the  Ministry.  In  addition,  there  may  be  other  benefits  of 
self-administration  similar  to  those  alleged  by  Alberta,  such 
as  more  vigilant  audit  procedures  by  the  federal  government 
due  to  provincial  "competition"  and  greater  voluntary 
compliance  by  the  private  sector,  especially  in  view  of  the 
exchange  of  information  among  governments.  On  the  other 
hand,  there  are  also  greater  compliance  costs  imposed  on  the 
private  sector  because  of  the  requirement  to  file  two 
separate  returns,  and  the  possible  inefficiencies  of  non- 
uniform  tax  structures  across  jurisdictions. 

d)  Economic  Policy 

A  separate  provincial  tax  system  gives  the  province  the 


opportunity  to  conduct  its  own  provincial  corporate  tax 
policy,  including  the  right  to  offset  federal  measures  that 
are  deemed  not  to  be  in  the  interest  of  Ontario.  To  be  of 
significant  additional  benefit  to  Ontario,  policy  measures 
must  be  those  that  could  not  have  been  implicitly  undertaken 
under  the  existing  arrangements  by  below-the-line  non- 
discriminatory  credits.  In  reality,  it  appears  as  if  there 
were  few,  if  any,  instances  in  the  past  where  Ontario 
undertook  measures  that  could  not  have  accomplished  the  same 
objective(s)  if  the  province  had  been  a  member  of  the  TCA. 
This  issue  of  economic  policy  will  be  addressed,  more  fully, 
in  the  next  section. 
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Part  III.  Analysis 

Having  a  separate  provincial  corporate  income  tax,  it 
has  been  suggested,  gives  the  province  the  opportunity  to 
pursue  independent  policy  objectives.  This,  in  turn,  raises 
a  number  of  questions.  Is  this  the  most  efficient  and 
effective  way  of  securing  specific  policy  objectives?  Are 
there  alternative  policy  instruments  that  could  generate  the 
same  effect?  How  effective  have  the  adopted  policy 
instruments  been  in  achieving  their  stated  objectives?  Can 
additional  revenues  be  generated  through  a  separate 
provincial  corporate  income  tax  system?  While  the  answers  to 
these  and  other  questions  may  not  be  unequivocal,  an 
evaluation  of  the  more  salient  aspects  of  a  separate 
provincial  corporate  income  tax  system  will  be  explored. 

A)  Economic  Policy 

To  gain  an  understanding  of  the  implications  of  a 
separate  corporate  tax  for  provincial  policy  purposes,  it  may 
be  useful  to  begin  by  outlining  the  way  in  which  corporate 
tax  policy  is  likely  to  influence  the  behaviour  of 
corporations.  For  instance,  governments  frequently  introduce 
changes  in  their  corporate  tax  legislation  either  to  generate 
more  corporate  tax  revenue  (through  broadening  the  base  or 
increasing  the  rates)  or  to  stimulate  investment  spending 
and,  hence,  job  creation  by  the  use  of  tax  expenditures.  The 
corporate  tax  influences  the  investment  decisions  of  the  firm 
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by  imposing  tax  liabilities  on  the  returns  to  the  investment. 
Tax  expenditures  operate  by  reducing  the  tax  liabilities 
associated  with  particular  sorts  of  investment  expenditures. 
They  can  take  two  forms.  First,  they  may  involve  changes  in 
the  base,  such  as  changes  in  allowable  deductions,  including 
the  CCA.  Alternatively,  they  may  involve  changes  in  the  rate 
structure  including  tax  credits  for  specific  activities.  In 
principle,  either  of  these  two  types  of  tax  expenditures  can 
be  used  to  attain  identical  tax  savings  for  the  firm.  As 
such,  they  are  alternative  ways  of  accomplishing  the  same 
economic  policy  objectives. 

The  ability  of  provincial  corporate  tax  expenditure 
measures  to  influence  the  investment  decisions  of  firms 
depends  upon  the  extent  to  which  these  tax  expenditures 
affect  the  rates  of  return  on  investment.  This  depends  upon 
the  relative  importance  of  the  provincial  tax  to  the  overall 
tax  liabilities  of  the  firm  as  well  as  upon  the  effect  of 
taxes  on  the  incentive  to  invest.  To  investigate  this, 
reference  is  made  to  the  calculation  of  effective  marginal 
tax  rates  ( EMTR )  as  reported  in  Table  1.  The  EMTR  measures 
the  amount  of  corporate  taxes  payable  on  marginal 
investments.  The  method  used  to  calculate  EMTRs  is  identical 
with  that  used  in  the  two  most  recent  White  Papers  on  tax 
reform  issued  by  the  federal  government.  The  EMTR  measures 
the  distortion  (economic  inefficiency)  caused  by  the 
corporate  tax. 
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TABLE  1 

Effective  Marginal  Tax  Rates 
(percent) 


Federal3 

Only 

Provincial*3 

Only 

Total0 

(1) 

(2) 

(3) 

Part  A: 

Current  Corporate  Tax  System: 

Buildings . 

20.6 

7.5 

33.8 

Machinery  &  Equipment... 

25.5 

9.5 

40.4 

Part  B: 

Increase  Ontario  Corp.  Tax 

By  10  %  to  17.05%: 

Buildings . 

20.6 

8.3 

35.3 

Machinery  &  Equipment... 

25.5 

10.6 

42.0 

Part  C: 

No  Half-Year  Convention  for 
Ontario  (Ont.  tax  rate  =  15.5%) 

Buildings . .  20.6  7.1  33.6 

Machinery  &  Equipment...  25.5  8.4  39.6 


Part  D: 

A  tax  credit  of  0.2%  for  buildings  and  0.3%  for  machinery  and 
equipment  would  produce  a  result  equivalent  to  the  half-year 
convention  (Ont.  tax  rate  =  15.5%) 


Assume  that  neither  the  federal  nor  provincial  CCA  is  reduced 
by  the  credit. 

a.  Assumes  that  only  the  federal  tax  exists. 

b.  Assumes  that  only  the  provincial  tax  exists. 

c.  Because  of  the  existences  of  non-linearity  in  the  EMTR 
calculations,  this  column  exceeds  the  sum  of  columns  2  and  3. 

Source:  Calculated  from  formula  in  Appendix  Table  1. 
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Based  on  the  federal  rate  of  36  percent  and  the  Ontario 
rate  of  15.5  percent,  Table  1  reports  the  EMTRs  for  two  types 
of  capital  -  buildings,  and  machinery  and  equipment.  Column 
(3)  of  Part  A  reports  the  EMTR  under  the  existing  federal  and 
provincial  corporate  tax  system.  Columns  (1)  and  (2)  of  Part 
A  disaggregate  the  overall  EMTR  into  federal  and  provincial 
components.  Column  (1)  reports  the  EMTR  that  would  exist  if 
only  the  federal  tax  were  in  place.  Column  (2)  does  the  same 
for  the  provincial  tax.  Note  that  these  columns  do  not  total 
to  column  (3)  because  the  corporate  tax  rate  enters  into  the 
EMTR  in  a  non-linear  fashion.  From  this  part  of  the  table, 
it  can  be  seen  that  out  of  an  EMTR  of  40  percent  for 
machinery  and  equipment,  about  one-quarter  of  it  can  be 
attributed  to  the  provincial  rate.  For  buildings,  out  of  an 
effective  tax  rate  of  34  percent,  approximately  one-quarter 
is  due  to  the  provincial  rate.  An  interpretation  of  these 
numbers  is  as  follows.  The  EMTR  represents  the  proportion  of 
the  rate  of  return  on  marginal  investment  that  is  paid  in 
taxes.  Thus,  the  provincial  tax  represents  less  than  10%  of 
the  return  on  the  marginal  investment.  A  figure  of  this 
magnitude  displays  the  relatively  small  impact  that  Ontario's 
corporate  income  tax  has  on  investment  incentives. 

Three  experiments  were  conducted  in  order  to  observe  the 
impact  of  possible  provincial  rate  or  base  changes  on  EMTRs. 
First,  in  Part  B  of  Table  1,  the  Ontario  corporate  income  tax 
rate  was  increased  by  10%  (i.e.,  from  15.5%  to  17.05%).  The 
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result  was  a  very  small  increase  in  marginal  tax  rates  (about 
2  percentage  points  in  total).  This  represents  a  trivial 
change  in  the  rate  of  return  required  on  the  marginal 
investment . 

Second,  the  base  was  changed  by  simulating  the  effects 
on  EMTR ' s  of  the  removal  of  the  half-year  convention  for  CCA 
deductions.  This  is  reported  in  Part  C  of  Table  1.  The 
results  indicate  a  very  small  change  in  EMTRs ,  of  the  order 
of  less  than  one  percentage  point. 

The  final  experiment  involved  calculating  the  magnitude 
of  the  investment  tax  credit  that  would  generate  the  same 
EMTRs  as  those  obtained  by  the  removal  of  the  half-year 
convention.  These  were  calculated  to  be  0.2%  for  buildings 
and  0.3%  for  machinery.  This  calls  into  question  the 
effectiveness  of  Ontario  deviating  from  the  federal  tax  base 
in  this  way. 

Before  leaving  this  discussion  of  the  effect  of 
corporate  taxation  on  EMTRs,  Table  2  provides  a  comparison  of 
EMTRs  on  buildings  and  machinery  and  equipment  under  pre  and 
post  tax  reform.  The  pre  tax  percentages  are  taken  from  Part 
A  of  Table  1  and  the  post  tax  percentages  are  calculated  by 
using  the  new  federal  CCA  and  CIT  rates.  Assuming  that  the 
province  does  not  change  its  corporate  tax  rate  (that  is, 
does  not  follow  the  federal  reduction  by  lowering  its  own 
provincial  tax  rate),  one  notes  that  of  a  total  EMTR  of  26% 
on  buildings  and  30%  on  machinery  and  equipment. 
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TABLE  2 

Comparison  of  Effective  Marginal  Tax  Rates 

Under  Federal  Pre  and  Post  Tax  Reform 

(percent) 


Pre  Tax 

1 

Post  Tax 

Reform 

1 

| 

Reform 

Buildings  Machinery 

&  Equipment 

l 

1 

1 

i 

Buildings 

Machinery 
&  Equipment 

Federal3 

i 

1 

Only 

20.6 

25.5 

1 

| 

13.5 

17.6 

Provincial*3 

1 

1 

Only 

7.5 

9.5 

1 

1 

8.8 

9.5 

Totalc 

33.8 

40.4 

1 

26.1 

29.9 

Note:  CCA  is  4%  for  buildings  in  post  tax  reform  and  5%  in 
pre  tax  reform.  CCA  is  20%  for  machinery  in  pre  and  post  tax 
reform.  Federal  CIT  rate  is  36%  in  pre  tax  reform  and  23% 
in  post  tax  reform.  Provincial  CIT  rate  is  15.5%  in  pre  and 
post  tax  reform. 

a.  Assumes  that  only  the  federal  tax  exists. 

b.  Assumes  that  only  the  provincial  tax  exists. 

c.  Because  of  the  existences  of  non-linearity  in  the  EMTR 
calculations,  this  line  exceeds  the  sum  of  lines  a  and  b. 

Source:  Calculated  from  formula  in  Appendix  Table  1. 
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approximately  one-third  is  attributed  to  Ontario's  rate. 
However,  it  must  be  re-emphasized  that  Ontario's  tax  still 
represents  less  than  10  percent  of  the  return  on  marginal 
investment.  Consequently,  it  still  has  relatively  little 
impact  on  investment  incentives. 

Further  anecdotal  support  suggesting  that  provincial 
corporate  tax  differences  (from  the  federal  system)  have  not 
had  any  noticeable  impact  on  the  Ontario  economy  was  derived 
from  conversations  with  provincial  officials.  In  response  to 
specific  questions  on  the  actual  economic  or  policy 
effectiveness  of  having  a  separate  provincial  tax  system, 
they  responded  by  stating  that  there  was  no  evidence  that 
provincial  deviations  from  the  federal  system  had  produced 
the  results  hoped  for  when  the  policy  change  was  introduced. 
Moreover,  there  is  no  public  evidence  or  studies  which 
evaluate  the  effectiveness  of  provincial  corporate  tax  policy 
changes  on  the  Ontario  economy.  In  fact,  it  would  be 
difficult  to  measure  such  effectiveness  in  a  convincing  way. 

While  Ontario's  tax  base  differs  from  the  federal  base 
more  than  in  either  of  the  other  two  non-TCA  provinces,  the 
fact  that  Alberta  and  Quebec  have  accepted,  basically,  the 
federal  base  suggests  that  there  must  be  considerable 
pressure  (by  corporations,  politicians,  etc.)  for  uniformity 
in  the  tax  base  across  the  country.  A  province  simply  cannot 
afford  to  deviate  very  much  from  what  goes  on  elsewhere.  This 
case  becomes  stronger  when  it  is  realized  that,  if  Ontario 
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reduces  its  corporate  tax  burden  in  order  to  encourage 
investment,  it  may  not  have  the  desired  effect  because 
corporations  with  head  offices  in  foreign  countries  will  find 
that  this  will  be,  to  some  extent,  offset  by  corresponding 
reductions  in  tax  credits  against  corporate  taxes  in  their 
home  country.  This  will  simply  induce  a  transfer  of  revenues 
to  foreign  treasuries  with  little  corresponding  increase  in 
the  incentive  to  invest. 

An  important,  often  ignored,  aspect  of  the  overall 
corporate  tax  system  in  Canada  is  the  efficiency  gains,  for 
the  entire  country,  that  would  emerge  under  a  coordinated  and 
harmonized  national  corporate  income  tax  system.  Such  a 
system  would  remove  the  impediment,  currently  existing 
because  of  interprovincial  corporate  tax  differences,  to  a 
free  flow  of  capital  across  provincial  boarders.  It  would 
allow  firms  to  locate  where  the  greatest  possible  gains  could 
be  achieved  for  them  and  for  the  Canadian  economy  as  a  whole. 
Whenever  provincial  tax  systems  differ,  firms  have  an 
incentive  to  locate  where  they  can  take  advantage  of  lower 
effective  tax  rates.  Society,  in  this  instance,  is  worse  off 
than  it  would  be  otherwise. 

Recognizing  the  national  importance  of  a  coordinated  and 
harmonized  corporate  tax  system  and  the  fact  that  the  tax 
base  is  co-occupied  by  the  federal  and  provincial  levels  of 
government,  there  is  a  strong  argument  in  favour  of  having 
improved  and  full  consultation  and  agreement  over  the  tax 
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base  and  rate  structure  of  the  corporate  tax.  In  the  TCA 
provinces,  at  the  moment,  the  federal  government  assumes 
unilateral  responsibility  for  determining  the  base.  While 
this  may  not  be  surprising  in  view  of  the  historical 
evolution  of  the  TCA,  it  may  be  difficult  to  justify  in 
principle  and  seems  to  be  inconsistent  with  the  treatment  of 
some  other  taxes  that  are,  or  may  be,  co-occupied  by  the  same 
two  levels  of  government.  For  example,  the  federal 
government  is  attempting,  currently,  to  negotiate  an 
agreement  for  a  national  sales  tax  (a  co-occupied  tax)  with 
all  the  provinces.  One  could  argue,  with  equal  conviction, 
that  full  consultation  and  co-operation  in  establishing  this 
tax  base  and  future  changes  in  it  ought  to  be  part  of  the 
agreement.  In  principle,  there  is  no  reason  why  the  same 
should  not  apply  to  the  corporate  tax  field  given  that  a 
considerable  part  of  corporate  tax  revenue  accrues  to  the 
provinces.  Indeed,  this  might  be  a  condition  that  the 
Ontario  government  should  insist  upon  if  it  enters  the  TCA. 

As  far  as  the  rate  structure  is  concerned,  both  parties 
can  now  determine  their  own  corporate  income  tax  rates  and 
system  of  non-discriminatory  credits.  This  seems  quite 
appropriate;  that  is,  if  one  province  wishes  to  set  different 
tax  rates  in  a  non-discriminatory  fashion  for  policy 
purposes,  then  the  province  should  be  able  to  do  so.  While 
the  provincial  tax  credits  (below  the  line  items)  are 
requested  by  the  provinces  and  approved  by  the  federal 
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authorities  in  accordance  with  the  1981  guidelines  discussed 
earlier,  there  is  nothing  conceptually  wrong  with  this. 

After  all,  one  of  the  roles  of  the  federal  system  ought  to  be 
that  of  a  watchdog,  ensuring  that  each  province  does  not 
engage  in  policies  that  may  be  detrimental  to  other  provinces 
(for  example,  to  prevent  "beggar  thy  neighbour"  policies). 

B.  Administrative  Issues 

One  of  the  major  reasons  for  maintaining  Ontario's 
separate  corporate  tax  system,  it  has  been  argued,  is  the 
revenue  gained  from  self-administration.  As  discussed 
earlier  there  are  various  components  to  this.  Let  us 
evaluate  them  in  turn. 

One  source  of  alleged  revenue  gain  is  the  prevention  of 
the  loss  in  interest  forgone  from  late  payments  by  the 
federal  government  to  the  provinces.  While  the  non-TCA 
provinces  provided  estimates  of  the  lost  revenue  (cited 
earlier) ,  we  have  been  unable  to  substantiate  the  provincial 
numbers.  Since  the  quarterly  instalments  are  estimated  on 
the  basis  of  the  previous  year,  the  current  state  of  the 
provincial  economy  determines  whether  the  province  receives 
an  under-  or  over-payment  in  any  specific  year.  To  obtain  an 
indication  of  the  significance  of  the  provincial  claim  of 
lost  income  over  the  past  fourteen  years.  Table  3  records  the 
final  corporate  income  tax  reconciliation  payment  from  the 
federal  government  to  each  of  the  provinces  for  each  year 
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from  1972  to  1985.  This  represents  a  final  adjustment 
(positive  or  negative)  reconciling  instalment  payments  made 
throughout  the  tax  year  to  the  provinces  with  final 
assessments.  Table  4  aggregates  these  payments  over  all 
provinces  and  expresses  them  as  a  percentage  of  total 
provincial  entitlements.  The  reconciliation  payments  suggest 
that  over  the  fourteen  year  period,  there  is  no  systematic 
bias  in  favour  of,  or  against,  any  particular  province.  In 
the  aggregate  the  reconciliations,  positive  and  negative, 
roughly  cancel  out.  This  is  not  surprising  in  view  of  the 
way  in  which  the  instalments  are  estimated  on  the  basis  of 
the  most  recent  year's  experience.  Perhaps,  part  of  the 
provincial  misperception  about  forgone  interest  income  (lost 
revenue)  from  the  CIT,  stems  from  the  lags  in  the  personal 
income  tax  payments,  where  there  is  some  evidence  that  these 
lags  have  almost  always  been  against  the  provinces.  See 
Table  5,  where  the  final  reconciliation  is  reported  for  the 
personal  income  tax  for  Ontario  and  in  total  for  the  same  set 
of  years. 

Probably  the  strongest  administrative  claim  for  a 
provincial  corporate  tax  system  has  revolved  around  the 
additional  revenue  that  has  been  attributed  to  an  expanded 
audit  coverage.  That  is,  the  existence  of  complementary 
provincial  and  federal  audit  systems  with  complete  exchange 
of  information  has  led  to  a  comparatively  higher  coverage 
rate  (and  comparatively  higher  revenues)  than  in  the  TCA 
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TABLE  3 


Federal  Corporate  Income  Tax  Reconciliation  Payments  to  the  Provinces 

(excluding  Ontario  and  Quebec) 

(thousands  of  dollars) 


Year 

Nf  Id. 

P.E.  I . 

N.S. 

N.B. 

Man . 

Sask. 

Alta. 

B.C. 

1972 

880 

(94) 

1,401 

890 

109 

3,821 

10,170 

4,521 

1973 

180 

140 

(270) 

4,128 

4,397 

4,954 

21,396 

3,121 

1974 

(2,703) 

(224  ) 

(5,598) 

2,628 

(1,884) 

(6,681) 

(94,995) 

(19,293) 

1975 

3,594 

468 

12,179 

4,552 

19,765 

30,940 

127,376 

(16,548) 

1976 

(5,575) 

(203) 

(7,823) 

(5,403) 

(7,240) 

6,073 

(10,828) 

(29,985) 

1977 

(2,096) 

36 

(960) 

5,439 

(7,469) 

3,425 

23,493 

(26,972) 

1978 

4,417 

(541) 

3,078 

(10,123) 

(21,782) 

(2,553) 

(14,665) 

6,043 

1979 

5,285 

286 

9,325 

33,238 

(9,467) 

2,929 

37,981 

38,583 

1980 

3,080 

638 

8,072 

21,494 

(9,501) 

(9,398) 

5,748 

75,140 

1981 

(882) 

(1,151) 

(8,834) 

(3,743) 

(17,108) 

9,851 

(7,124) 

(106,026) 

1982 

600 

1,821 

12,792 

2,247 

11,598 

16,890 

16,308 

(695) 

1983 

7,167 

778 

3,581 

15,367 

1,819 

(16,004) 

(8,922) 

(12,538) 

1984 

8,633 

1,647 

6,488 

14,538 

(8,779) 

(10,955) 

(12,011) 

(65,870) 

1985 

11,982 

50 

1,766 

(7,949) 

(10,631) 

(15,151) 

1,127 

(32,339) 

Figures  in  brackets  represent  over-payments  to  provinces.  These  over-payments 
are  deducted  from  subsequent  years  receipts. 

"Final  Determination  of  Payments  Under  the  Tax 
Collection  Agreements,  1972-85",  Department  of 
Finance,  Federal-Provincial  Relations  Division, 

Ottawa . 
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TABLE  4 

A  Comparison  of  Total  Provincial  Corporate  Tax  Adjustments 
with  Total  Provincial  Corporate  Income  Tax  Entitlements  from 


1972  to 

1985  (including  Northwest 
excluding  Ontario 

Territories  and 
and  Quebec ) . 

Yukon  but 

Year 

Total 

Adjustment 

Total 

Provincial 

Entitlement 

col .  1 
divided 
col .  2 
(%) 

( thousands 

of  dollars) 

1972 

24,697 

283,496 

8.71 

1973 

38,046 

423,796 

8.98 

1974 

(128,751) 

501,414 

(25.68) 

1975 

182,326 

946,801 

19.26 

1976 

(60,984) 

696,390 

(8.76) 

1977 

(5,104) 

829,414 

(0.62) 

1978 

(36,934) 

843,378 

(4.38) 

1979 

116,808 

1,137,761 

10.27 

1980 

104,989 

1,277,904 

8.22 

1981 

(145,531) 

916,350 

(15.88) 

1982 

63,586 

665,012 

9.56 

1983 

(6,291) 

669,250 

(0.94) 

1984 

(60,277) 

751,550 

(8.02) 

1985 

(46,277) 

830,047 

(5.58) 

Figures  in  brackets  represent  over-payments  to  provinces. 
These  over-payments  are  deducted  from  subsequent  years 

receipts . 

"Final  Determination  of  Payments  Under 
the  Tax  Collection  Agreements,  1972-85", 
Department  of  Finance,  Federal- 
Provincial  Relations  Division,  Ottawa. 


SOURCE : 
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TABLE  5 

A  Comparison  of  Ontario  and  Total  Provincial  Personal  Income 
Tax  Adjustments  with  Ontario  and  Total  Provincial  Personal 
Income  Tax  Entitlements  from  1972  to  1985  (including 

Northwest  Territories  and  Yukon) 


(1)  (2)  (3)  (4)  (5)  (6) 


Ontario  Total  col.  1  Total  Total  col.  4 

Adjustment  Ontario  div.  by  Provincial  Provincial  div.  by 
Payment  Entitlement  col.  2  Adjustment  Entitlement  col.  5 


Year 

($000) 

($000) 

(%) 

Payment 

($000) 

($000) 

(%) 

1972 

(9,685) 

1 

,176,924 

(0.82) 

37,932 

2 

,150.070 

1.76 

1973 

25,292 

1 

,405,339 

1.80 

81,765 

2 

,649,087 

3.09 

1974 

(6,445) 

1 

,691,432 

(0.38) 

148,786 

3 

,102,177 

4.80 

1975 

(29,577) 

1 

,916,152 

(1.54) 

15,765 

3 

,656,024 

0.43 

1976 

(91,232) 

2 

,122,398 

(4.30) 

(128,900) 

4 

,114,219 

(3.13) 

1977 

54,313 

2 

,538,206 

2.14 

146,710 

5 

,170,297 

2.84 

1978 

93,335 

3 

,108,142 

3.00 

260,782 

6 

,249,106 

4.17 

1979 

158,620 

3 

,155,755 

5.03 

443,793 

6 

,444,853 

6.89 

1980 

340,627 

3 

,923,946 

8.68 

865,528 

7 

,927,411 

10.92 

1981 

351,302 

4 

,821,906 

7.29 

874,269 

9 

,676,769 

9.03 

1982 

47,041 

5 

,540,280 

0.85 

(9,740) 

10 

,953,931 

(0.09) 

1983 

-nil- 

5 

,819,492 

0.00 

(293,391) 

11 

,061,486 

(2.65) 

1984 

331,641 

6 

,643,480 

4.99 

236,710 

12 

,322,700 

1.92 

1985 

453,901 

7 

,256,401 

6.26 

523,018 

13 

,480,227 

3.88 

Figures  in  brackets  represent  over-payments  to  provinces.  These  over¬ 
payments  are  deducted  from  subsequent  years  receipts. 

SOURCE:  "Final  Determination  of  Payments  Under  the  Tax 

Collection  Agreements,  1972-85" ,  Department  of  Finance, 
Federal-Provincial  Relations  Division,  Ottawa. 
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provinces.  There  appears  to  be  no  question  that  the  non-TCA 
provinces  generate  relatively  more  tax  dollars  from  the  audit 
process  than  do  the  TCA  provinces  However,  this  need  not  be 
interpreted  as  being  entirely  dependent  on  having  an 
independent  provincial  corporate  tax  system.  More 
specifically,  the  same  audit  coverage  could  be  obtained  if 
Ontario  were  to  continue  (or,  at  least,  negotiate  to 
continue)  with  their  own  audit  coverage  while  belonging  to 
the  TCA  or,  alternatively,  if  Ontario  were  to  negotiate  with 
the  federal  government  (for  a  fee,  perhaps)  to  guarantee  a 
continuation  of  the  existing  coverage.  Indeed,  one  of  the 
conditions  of  Ontario's  entry  into  the  TCA  might  be  to 
extract  a  guarantee,  from  the  federal  government,  of  a 
continuation  of  the  current  audit  coverage  of  items  of  a 
purely  provincial  revenue  nature. 

Finally,  the  revenue  to  be  gained  from  auditing  the 
allocation  formula  has  been  a  further  argument  in  favour  of  a 
separate  provincial  system.  In  the  recent  past  and  because 
of  mounting  pressure  from  the  TCA  provinces  (to  protect  their 
revenues  from  the  non-TCA  provinces),  the  federal  government 
has  taken  a  more  serious,  active  and  aggressive  role  in 
auditing  the  allocation  formula.  Hence,  the  additional 
revenue  to  be  obtained  from  this  exercise  may  not  be  as 
important  as  it  once  was.  Furthermore,  given  that  this  is  a 
zero  sum  game  (that  is,  additional  revenues  are  not 
generated,  the  existing  revenue  is  simply  re-allocated 
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amongst  the  provinces),  a  more  active  and  important  role, 
along  with  some  additional  negotiated  guidelines,  by  the 
federal  auditors  may  prevent  much  of  the  aggressive  activity 
currently  displayed  by  the  non-TCA  provinces  in  attempting  to 
extract  extra  revenue  (from  other  provinces)  through  the 
allocation  formula  audit. 
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Part  IV.  Summary  and  Policy  Recommendations 

The  above  description  and  analysis  of  Ontario's 
corporate  tax  system  (and  for  comparative  purposes,  those  in 
Alberta  and  Quebec)  provide  a  basis  for  evaluating  a  number 
of  policy  issues  revolving  around  the  advantages  and 
disadvantages  of  Ontario  entering  a  Tax  Collection  Agreement 
with  respect  to  the  Ontario  Corporate  Income  Tax. 

From  the  historical  material,  the  description  of  the 
existing  agreement  and  our  interviews  with  provincial  and 
federal  officials  (the  results  and  implications  of  these  are 
included  in  earlier  sections  of  this  paper) ,  it  is  apparent 
that  issues  emerge  in  two  major  areas,  specifically  those 
that  fall  under  the  headings  of  administrative  and  economic. 
At  the  same  time,  it  must  be  mentioned  that  this  study  does 
not  consider  the  political  implications,  other  than  what  is 
specifically  allowed  or  disallowed  under  the  current 
legislation,  of  the  alternative  possibilities  (that  is,  being 
in  the  TCA's  or  being  outside  the  TCA's)  for  those  issues 
were  beyond  the  scope  of  this  study. 

A)  Summary 

i)  Economic  Issues 

If  a  province  is  a  member  of  the  TCA,  it  must  adopt  the 
same  tax  base  as  that  employed  by  the  federal  government.  It 
has  been  suggested  that  this  is  a  problem  because  the 
province  may  wish  to  use  one  or  more  components  of  the 
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corporate  tax  base  (different  capital  cost  allowances ,  for 
example)  in  order  to  promote  some  aspect  of  its  own  economic 
policy.  On  the  other  hand,  the  province  does  have  control 
over  its  rate  structure  and  can  use  non-discriminatory  tax 
credits  in  accordance  with  the  federal  guidelines  to  achieve 
specific  results.  Given  the  existence  of  differences  in  the 
federal  and  Ontario  tax  base,  a  summary  of  the  economic 
policy  implications  of  a  separate  provincial  corporate  tax 
system  and  its  relative  importance  will  be  presented. 

1.  In  reality,  the  ability  of  a  provincial  government 
to  influence  the  investment  decisions  of  firms  is 
likely  to  be  limited.  Calculations  of  effective 
marginal  tax  rates  (EMTR)  for  the  federal  and 
Ontario  corporate  income  taxes  suggest  that  only 
one-quarter  (approximately)  of  the  effective 
marginal  corporate  tax  rate  on  buildings  and 
machinery  and  equipment  can  be  attributed  to 
Ontario's  corporate  income  tax.  Under  post  reform 
(if  Ontario  does  not  change  its  corporate  tax 
rate),  approximately  one-third  will  be  attributed 
to  Ontario's  rate. 

Under  either  the  pre  or  post  federal  reform 
system,  Ontario's  tax  represents  less  than  10 
percent  of  the  return  on  marginal  investment,  a 
figure  suggesting  that  the  province's  corporate 
income  tax  has  a  relatively  small  impact  on 
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corporate  investment  incentives. 

To  test  further  for  the  effectiveness  of 
provincial  tax  changes  on  EMTRs ,  three  experiments 
were  completed.  First ,  the  Ontario  corporate 
income  tax  rate  was  increased  by  10  %.  The  result 
was  an  extremely  small  change  in  the  rate  of  return 
on  investment.  Second,  when  the  half-year 
convention  for  CCA  deductions  was  dropped,  only  a 
minimal  change  in  the  effect  on  the  return  on 
investment  emerged.  Third,  calculations  on  the 
size  of  the  investment  tax  credit  required  to 
generate  the  same  impact  on  the  return  on 
investment  as  occurs  under  the  existing  half-year 
convention  for  CCA  deductions,  produced  results 
that  were  highly  insignificant.  These  results  call 
into  question  the  effectiveness  of  Ontario 
deviating  from  the  federal  corporate  tax  base  in 
the  way  it  does. 

Furthermore,  conversations  with  provincial 
officials  and  the  lack  of  any  public  evidence  or 
studies  on  the  effectiveness  of  provincial 
corporate  tax  policy  differences  affecting  economic 
policy  in  Ontario  suggest  that  it  is  difficult  to 
conclude  that  these  deviations  have  been 
responsible  for  any  perceptible  results. 
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2.  It  should  be  noted  that  the  results  of  the  third 
experiment  (the  calculation  of  the  tax  credit  that 
is  equivalent  to  the  half-year  convention)  indicate 
that  similar  results  can  be  achieved  by  above  the 
line  items  (controlled  by  the  Federal  government) 
as  can  be  achieved  by  below  the  line  items 
(determined  by  the  provinces  subject  to  federal 
approval).  Federal  officials  seem  to  be  quite 
flexible  in  allowing  provinces  to  use  below  the 
line  items  (tax  credits)  as  long  as  they  are  of  a 
non-discriminatory  nature. 

3.  While  Ontario's  tax  base  differs  (from  the  federal 
base)  more  than  the  other  two  non-TCA  provinces, 
the  fact  that  Alberta  and  Quebec  have  accepted, 
basically,  the  federal  base  suggests  that 
considerable  pressure  must  be  exerted  (by 
corporations,  politicians,  etc.)  for  uniformity  in 
the  tax  base  across  the  country.  A  province  simply 
cannot  afford  to  deviate  very  much  from  what  goes 
on  elsewhere.  This  case  becomes  stronger  when  it 
is  realized  that,  if  Ontario  reduces  its  corporate 
tax  burden  in  order  to  encourage  investment,  it  may 
not  have  the  desired  increase  because  corporations 
with  head  offices  in  foreign  countries  will  find 
that  they  are  transferring  additional  tax  dollars 
to  foreign  treasuries. 
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4 .  In  evaluating  the  Ontario  corporate  income  tax 
system,  it  is  important  to  note  the  efficiency 
gains  (for  the  province  and  the  entire  country) 
that  could  emerge  under  a  coordinated  and 
harmonized  national  tax  system.  Removing  tax 
differentials  allows  firms  to  locate  where  the 
greatest  gains  can  be  achieved  for  themselves  and 
for  the  Canadian  economy  as  a  whole. 

Coinciding  with  this  is  the  necessity  for 
having  full  consultation  and  agreement  over  the  tax 
base  and  rate  structure  (including  tax  credits)  for 
all  taxes  that  are  co-occupied  by  both  levels  of 
government.  Indeed,  this  is  reinforced  when  one 
realizes  that  the  province  of  Ontario  is  a  major 
generator  of  corporate  taxable  income.  In  fact,  in 
1985,  37  percent  of  all  corporate  taxable  income  in 
Canada  was  generated  in  Ontario.  The  total  for  the 
three  non-TCA  provinces  combined  amounted  to  84 
percent  (reported  in  "Provisional  Estimate  of 
Payments  Under  the  Tax  Collection  Agreements  for 
the  1985  Taxation  Year",  Department  of  Finance, 
Ottawa,  Table  3).  Furthermore,  to  argue  in  favour 
of  greater  federal /provincial  cooperation  and 
consultation  over  determination  of  the  corporate 
income  tax  base  is  consistent  with  the  federal 
government's  current  position  of  consulting  with 
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the  provinces  before  introducing  a  national  sales 
tax . 

Under  the  current  rate  structure,  provinces  are 
able  to  set  their  own  tax  rates  for  policy  purposes 
as  long  as  they  are  set  in  a  non-discriminatory 
way.  Given  that  differential  rates  exist  between 
provinces  and  hence,  create  distortions  in  that 
they  provide  an  incentive  for  firms  to  locate  where 
tax  burdens  can  be  minimized,  the  opportunity  for 
provinces  to  set  their  own  rates  may  be  a 
reasonable  compromise  between  the  distortionary 
influences  created  by  differential  provincial  rates 
and  the  opportunity  to  make  decentralized 
provincial  policy  decisions. 

The  current  process  of  asking  federal 
officials  to  approve  tax  credits  (in  accordance 
with  the  1981  guidelines)  requested  by  the  TCA 
provinces  is  a  reasonable  one.  After  all,  one  of 
the  roles  of  the  federal  authorities  ought  to  be 
that  of  a  watchdog,  ensuring  that  each  province 
does  not  engage  in  policies  that  may  be  detrimental 
to  other  provinces  and  therefore,  self-defeating  in 
the  aggregate. 

ii)  Administrative  Issues 

It  has  been  argued  by  officials  from  the  Ministry 
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of  Revenue  in  Ontario  that,  because  Ontario  administers  its 
own  corporate  tax  system,  the  province  is  able  to  generate 
significant  sums  of  additional  revenue.  Figures  are  provided 
in  the  body  of  this  study.  This  revenue,  it  is  stated,  stems 
mainly  from  the  province's  ability  to  conduct  its  own  audit; 
that  is,  from  desk  audits  and  field  audits  (including  audits 
of  the  allocation  formula) .  Indeed,  Alberta  officials  made 
the  same  point.  Clearly,  the  additional  revenue  that  is 
generated  is  an  important  issue.  Equally  important,  however, 
is  the  issue  of  whether  or  not  the  same  revenue  could/would 
be  generated  if  the  province  were  a  member  of  the  TCA.  To 
gain  a  clearer  understanding  of  this,  the  administrative 
arguments  that  have  been  made  for  a  separate  provincial 
corporate  income  tax  system  will  be  evaluated. 

1.  Revenue  Canada's  coverage  (that  is,  the  firms  to  be 
audited)  in  any  province  is  set  independently  of 
whether  or  not  the  province  is  in  the  TCA.  The 
federal  government  audits  the  same  proportion  of 
targeted  firms  in  every  province.  The  rule  used  is 
that  50  percent  of  all  firms  with  gross  incomes  of 
more  than  $100  million  are  audited  annually  while 
this  proportion  declines  from  33  percent  to  one 
percent  for  firms  whose  gross  income  decreases 
continuously  from  $100  million.  Therefore,  the 
existence  of  both  a  federal  and  provincial  audit 
system  leads  to  proportionately  larger  auditing 


coverage  than  exists  within  the  TCA  provinces. 

When  this  broader  coverage  is  combined  with 
the  fact  that  there  is  full  and  complete  exchange 
of  information  between  federal  and  provincial 
auditors  and  very  little  overlap  in  the  firms 
audited  (some  overlap  still  exists,  mainly  in  the 
banking  sector),  it  may  not  be  surprising  that 
additional  revenues  are  generated. 

Finally,  it  is  quite  likely  that  the  existence 
of  a  mere  comprehensive  and  extensive  auditing 
network  has  increased  the  level  of  taxpayer 
compliance  within  each  of  the  non-TCA  provinces, 
leading  to  further  increases  in  provincial 
revenues . 

According  to  officials  in  the  non-TCA  provinces,  a 
major  advantage  of  operating  a  separate  corporate 
tax  comes  from  the  additional  revenue  that  the 
province  can  get  (or  the  ability  to  prevent  other 
provinces  from  taking  away)  through  auditing  the 
allocation  formula.  Pressure  from  the  TCA 
provinces,  over  the  past  few  years,  has  pushed 
Revenue  Canada  into  a  position  where  the  federal 
auditors  are  now  required  to  audit  the  allocation 
formula  for  all  TCA  provinces  and  to  do  so  in  a 
more  intensive  and  comprehensive  manner.  Given 
this,  the  necessity  of  having  a  separate  provincial 


93 


audit  system  to  audit  the  allocation  formula  (to 
get  extra  revenue  or  protect  the  original 
allocation)  may  not  be  as  important  as  it  once  was. 

3.  The  claim  that  additional  provincial  revenue  (in  a 
non-TCA  province)  is  generated  because  the  quality 
of  provincial  auditors  and  the  provincial  audit 
system  is  superior  (to  the  federal  system  and 
federal  auditors)  is  difficult  to  support  or  refute 
since  there  are  no  output  data  that  provide  for  a 
measurement  of  this.  If  one  uses  the  quality  of 
inputs,  as  measured  by  professional  qualifications, 
as  a  proxy  for  a  quality  measure,  one  cannot 
discern  any  noticeable  difference  between  the 
provincial  and  federal  requirements. 

4.  The  existence  of  two  audit  staffs  in  one  province, 
it  has  been  suggested,  instills  a  more  competitive 
environment  and  hence,  creates  an  incentive  for 
improved  quality  in  performing  the  audit  function. 
Whether  the  competitive  environment  has  been 
responsible  for  generating  higher  revenues  or 
whether  the  revenue  has  come  from  more  extensive 
coverage,  etc.,  is  difficult  to  determine.  On  the 
one  hand,  some  provincial  officials  think  that  the 
existence  of  two  systems  has  increased  the  quality 
of  the  federal  audit  performance.  On  the  other 
hand,  federal  officials  disagree  with  this 
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observation  and  claim  that  there  is  no  evidence  to 
support  such  a  view. 

At  the  same  time,  it  must  be  mentioned  that 
one  should  not  overestimate  the  importance  of 
having  two  audit  systems  for  the  provincial  audit 
concentrates  on  items  of  provincial  interest  while 
the  federal  audit  concentrates  on  matters  of 
federal  interest. 

5.  While  the  non-TCA  provinces  have  suggested 
that  considerable  revenue  losses  have  emerged 
because  of  lags  (and  hence,  revenue  losses  due  to 
forgone  interest  payments)  in  the  reconciliation 
payments  at  year  end,  we  have  been  unable  to 
substantiate  these  losses.  In  fact,  Table  3 
suggests  that,  over  time,  there  is  no  basis  for 
this  claim. 

6.  It  must  be  pointed  out  that  many  of  the 
revenue  gains  do  not  depend  on  an  independent 
corporate  tax  system.  In  fact,  these  revenue  gains 
could  be  secured  through  the  province  continuing 
(or  negotiating  with  the  federal  government  to 
continue)  with  its  existing  audit  system  or, 
alternatively,  negotiating,  for  a  fee,  a  commitment 
from  the  federal  government  to  continue  with  the 
same  level  of  audit  coverage. 
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B)  Recommendations 

In  the  spirit  of  the  Smith  Report  (1967)  and  the  White 
Report  (1968),  we  recommend  that  Ontario  enter  into 
negotiations  with  the  federal  government  with  the  intention 
of  securing  an  agreement  with  respect  to  the  administration 
and  collection  of  Ontario's  corporate  income  tax.  These 
negotiations  should  be  conducted  with  the  following  points  in 
mind : 

1.  Given  that  more  than  one-third  of  the  Canadian 
corporate  income  tax  base  is  generated  in  Ontario 
(almost  85  percent  is  generated  in  the  three  non- 
TCA  provinces  combined) ,  any  tax  collection 
agreement  should  stress  the  need  for  consultation 
and  cooperation  between  the  federal  and  provincial 
governments  over  changes  in  the  corporate  tax  base. 

In  fact,  evidence  supporting  federal /provincial 
consultation  and  cooperation  over  the  design  and 
structure  of  a  co-occupied  tax  is  currently 
witnessed  in  discussions  on  the  proposed  national 
sales  tax.  There  is  no  substantive  economic  reason 
why  changes  in  a  tax  base  co-occupied  by  the 
federal  and  provincial  levels  of  government  should 
be  unilaterally  determined  by  one  level. 

2.  Furthermore,  given  that  significant  sums  of 
corporate  income  taxes  collected  accrue  to  the 
provinces,  further  reinforcement  is  provided  for 
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establishing  a  consultative  approach  in  determining 
proposed  changes  in  the  corporate  income  tax  base. 

3.  Given  the  considerable  latitude  currently  available 
to  the  provinces  in  the  determination  of  non- 
discriminatory  credits  and  rate  structure,  no 
further  changes  appear  to  be  necessary  in  this 
area.. 

4.  Given  the  significant  tax  revenues  generated  by  the 
provincial  audit  coverage,  any  agreement  between 
Ontario  and  the  Federal  government  should  ensure 
that  the  same  level  of  coverage  continues.  This 
could  be  accomplished  by  maintaining  the  existing 
provincial  audit  infrastructure  or  by  negotiating 
increased  federal  audit  coverage  of  items  of 
provincial  interest.  Either  of  these  would  be 
consistent  with  the  spirit  of  the  existing 
arrangements . 

5.  Given  that  Revenue  Canada  has  recently  increased 
its  audit  coverage  of  the  allocation  formula 
between  provinces,  this  issue  may  not  be  as 
important  as  it  once  was.  Nevertheless,  any 
agreement  between  Ontario  and  the  Federal 
government  should  ensure  that  audits  in  this  area 
be  diligent  and  complete. 
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APPENDIX  TABLE  1 

Calculation  of  EMTRs  in  Table  1 
a  is  the  CCA  rate.  It  equals  .05  for  buildings  and  .20  for 

machinery  and  equipment, 
i  =  f  =  .10  (normal  cost  of  debt  and  equity), 
b  =  .40  (debt/asset  ratio). 

Uf  =  .36  (Federal  CIT  rate). 

Up  =  .155  (Ontario  CIT  rate)  for  Part  A  and  .1705  for  Part  B. 
d  is  the  economic  rate  of  depreciation.  It  equals  .04  for 

buildings  and  .14  for  machinery  and  equipment, 
p  =  .05  (expected  rate  of  inflation). 

ETR  =  |  -U— n  |  *10  0 

I  rg  | 

(R-p+d) ( 1-PVFEDCCA-PVPROVCCA-CREDIT) 

rg  "  1  -  u  "  d 

rn  =  bi+(l-b)f-p 
R  =  bi ( 1-u ) + ( 1-b ) f 

U  =  Uf+Up 

PVFEDCCA  =  j  +  |  (R=a )  (  1+rT  |  j*Uf  <half  ^ar  rUle) 

PVPROVCCA  =  same  as  PVFEDCCA  except  that  it  is  multiplied  by 

Up  . 

When  there  is  no  half  year  rule  for  Ontario, 
PVPROVCCA  =  l-SJ*up 

I  a+R  I 

CREDIT  =  0  except  for  Part  A  when  it  is  .20  for  buildings  and 
.3  for  machinery  and  equipment. 
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